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WHAT’S DRIVING HEALTH CARE COSTS AND
THE UNINSURED?

WEDNESDAY, JANUARY 28, 2004

U.S. SENATE,
COMMITTEE ON HEALTH, EDUCATION, LABOR, AND PENSIONS,
Washington, DC.

The committee met, pursuant to notice, at 10:24 a.m., in room
SD-430, Dirksen Senate Office Building, Senator Gregg, chairman
of the committee, presiding.

Present: Senators Gregg, Enzi, Alexander, Sessions, Kennedy,
Dodd, Harkin, Murray, and Clinton.

OPENING STATEMENT OF CHAIRMAN GREGG

The CHAIRMAN. We are going to get started early because we
have got, unfortunately, three votes that have been stacked around
11:30. As a result, this hearing will be disrupted significantly. I
apologize to my fellow members for proceeding early, but I do think
we should get going here. I appreciate Senator Clinton’s being here.
I know Senator Kennedy is going to be participating also. I think
we will also pretty much forego opening statements because we
really want to hear from the panel.

This hearing, just briefly to outline its parameters, is about the
issue of health care and its costs, its affordability and the unin-
sured. It is part of a process that we are trying to go through to
get some sort of hard data on what the issues are that drive the
cost of health care and what the issues are that are creating our
uninsured pool, which is getting larger and larger, unfortunately.

I don’t think there is any issue that Americans face today from
a standpoint of cost that they have more concerns about than their
health care bills. Certainly, this committee has a very deep interest
in trying to address that issue.

Let me introduce the witnesses before we start taking testimony.
We are fortunate to be joined by the Director of the Congressional
Budget Office, Dr. Holtz-Eakin, who obviously has some very hard
and effective data that I know he intends to present to us on the
issue of health care. His expertise is well known.

We are also joined by Dr. Milstein, who serves as the Medical Di-
rector of the Pacific Business Group on Health, the largest health
care purchasing coalition in the United States. Dr. Milstein also
serves as a worldwide partner at Mercer Human Resource Consult-
ing, and Dr. Milstein’s expertise focuses on, but is certainly not
limited to, health care purchasing strategies, clinical performance
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measurements, and the psychology of clinical performance move-
ments.

We are joined also by Karen Davis, who has served for the last
9 years as President of the Commonwealth Fund, the Nation’s
fourth oldest private philanthropy, engaged in independent re-
search on health and social issues. Dr. Davis is a nationally recog-
nized economist with a distinguished career in public policy and re-
search. She has served as Deputy Assistant Secretary for Health
Policy for the Department of Health and Human Services.

We are also joined by Dr. Conover, who is currently the Assistant
Research Professor of Health Policy Studies at the Terry Sanford
Institute of Public Policy at Duke University, as well as a senior
fellow at the Center for Health Policy, Law, and Management at
Duke. He is also Director of the Health Policy Certificate Program
at Duke. Dr. Conover’s research focuses in the area of State health
policies, estimating the magnitude of social burden of illness and
health regulation.

Further, we are joined by Gail Wilensky, who is well known to
this committee, having testified many times in this committee. She
is a senior fellow at Project HOPE, the Health Opportunities for
People Everywhere, and the International Health Education Foun-
dation. Dr. Wilensky is Co-Chair of the President’s Task Force to
Improve Health Care Delivery For Our Nation’s Veterans, which
covered health care for both veterans and military retirees. She
also served as Deputy Assistant for Policy Development for Presi-
dent Bush, advising the President on health and welfare issues.
Prior to that, she served as the Administrator of the Health Care
Financing Administration. Dr. Wilensky’s research endeavors in-
clude developing and evaluating policies relating to health reform
and to ongoing changes in the medical marketplace.

It now being 10:30, let us start the hearing. Senator Clinton, do
you wish to make a statement or anything?

Senator CLINTON. No, Senator Gregg. I am just very grateful that
you are holding this hearing and I want to thank all the witnesses.
Obviously, this is a critical issue, one that we have to address, and
I appreciate you taking the lead on doing it.

The CHAIRMAN. Thank you. Thank you very much. Obviously,
this is an issue on which your expertise is unique, also, so it is very
appropriate to get your input on this as we move forward.

Dr. Holtz-Eakin, if you could give us your thoughts, and then we
will move down the line.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC.

Mr. HoLTZ-EAKIN. Mr. Chairman, Senator Clinton, thank you for
the chance to be here today and talk a little bit about some of the
work that CBO has done in this area. My written testimony, which
I submit for the record, covers three topics. I will cover the same
three topics briefly and we can turn to questions.

Topic one is characteristics of the uninsured. We will move from
that to some facts and features of the growth in health care costs
in the United States and then touch briefly on the connection be-
tween the two, although I will spend less time on that.
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The first issue is just how many are there when you start count-
ing the uninsured and there are really three different ways to
measure the uninsured. One approach is to count how many people
are uninsured over a particular period, say 1 year, and simply see
how many remain uninsured over the entire year. A second ap-
proach would be to take that same period and count the number
of people who have any spell of uninsurance during the year and,
as a result, would count in that way. And the third is a mixture
of the two, which is to look at any day during that year or week
during that year and go out and count the number of people who
happen to be uninsured at that point in time.

In work that the CBO did using data from 1998, we find that one
gets very different answers if one takes different measures. Using
those data, there are roughly 21 to 31 million uninsured for an en-
tire year, in contrast to roughly 60 million individuals who would
be uninsured at some point during the year, and then lying in be-
tween is the number that is conventionally used to count the unin-
sured, which is the number who might be uninsured at any point
in time, and that is on the order of 40 million individuals in the
1998 data.

In work that has been done at the Agency for Health Quality and
Research, those studies suggest that the same basic patterns pre-
vail using more recent data, so that depending on the kind of meas-
ure that one uses, you can get numbers that differ a great deal.

Now, the difference between 20 million and 60 million suggests
that there is a lot of dynamics under the surface of counting the
number of uninsured, and in the testimony, we show some evidence
from the Survey on Income and Program Participation of the dura-
tion of spells of uninsurance. In those data, one finds that 45 per-
cent of the uninsured have spells that last for less than 4 months,
and so they are relatively short spells and they turn over.

In contrast, there are about 26 percent of individuals who have
spells that last between 5 months at a year. And then at the longer
duration, 13 percent of individuals have spells of one to 2 years in
length, and the remaining 16 percent have spells that exceed 2
years.

The characteristics of these individuals are, broadly speaking—
I will leave the details, which are described in Table 1 in the testi-
mony for further discussion, but roughly, one finds that adults are
more likely to be uninsured and have longer durations than young-
er people and children especially, perhaps in part due to the provi-
sion of Medicaid as targeted toward the children, and that the vast
majority are in working families, that about 75 percent of those in-
dividuals are uninsured because employers do not offer employer-
sponsored insurance. And finally, low education and low income are
associated with both a greater incidence of uninsurance and longer
durations, as well.

One fact that has captured some attention is the rise recently in
the number of unemployed or the fraction of uninsured, from 16
percent to 17 percent, roughly, over the past couple of years. That
has been associated with a decline in employer-sponsored insur-
ance from 67 percent to 64 percent. We simply note in the testi-
mony that this kind of a shift in the coverage from employer-spon-
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sored insurance has occurred in the past, and indeed, this is small-
er than a comparable movement that occurred in the early 1990s.

I would suggest that there is one large message in these data
and that message is that not all the uninsured are created equal.
In fact, there appear to be two broad groups, one of which suffers
short spells of uninsurance, perhaps driven by job market changes,
and another group that has long duration spells of uninsurance,
and that policies would be more effective if they were tailored to
recognize the different characteristics of the different kinds of unin-
sured.

Turning to the broad trends in health care costs and health care
spending in the United States, in 2002, U.S. expenditures on
health-related goods and services were $1.6 trillion, a number that
was reached by averaging real growth of over 4.5 percent between
1970 and 2002. Despite a slowdown in the mid-1990s, the most re-
cent data are consistent with that long-run trend. We saw between
1997 and 2002 a growth that, in real terms, at 4.6 percent per
year.

The result is that health care spending has doubled as a fraction
of the national economy, rising from seven percent of GDP in 1970
to about 15 percent in the most recent data, and among the cat-
egories of health care spending, pharmaceuticals are rising most
rapidly, on the order of 14 percent in recent data, although they
still constitute only about ten percent of spending.

There are a lot of factors associated with this growth. We will re-
turn to them, I am sure. Some are technology, associated with tech-
nology and the incentives for innovation, deployment and utiliza-
tion of those technologies, others associated with aging, higher in-
comes, and the nature of insurance. But one of the genuine results
that we have seen is that people are unhappy with the current
State of affairs, despite the increases in spending. We can come
back to the sources of that.

And finally, in the link between increasing costs and
uninsurance, there is very little hard evidence on this topic and I
would simply make the observation, in many ways, rising health
care costs should make insurance more valuable and the desire to
protect one’s self against the large costs of medical expenditures
would increase the demand for insurance, other things equal.

Nevertheless, we have seen some declines in insurance and there
is some intriguing evidence by David Cutler that, despite the fact
that the share that employees are asked to cover has not gone up,
the total amount that they cover is rising. As a result, although
firms are offering, the take-up rate by individuals has declined and
that may be part of the link between rising costs and uninsurance.

I would be happy to answer any questions. That is a brief sum-
mary of the written testimony that we submitted and I look for-
ward to the discussion.

The CHAIRMAN. That is very good data and we appreciate it. We
especially appreciate the written testimony.

[The prepared statement of Mr. Holtz-Eakin may be found in ad-
ditional material.]

The CHAIRMAN. Senator Kennedy has joined us. I apologize for
starting a little early, Senator, but we have got a series of votes



5

stacked and it is going to disrupt this hearing significantly, so I
thought we should get going.

Senator KENNEDY. I am in complete agreement.

The CHAIRMAN. You are certainly here right on time, but we
started a little early. Do you have any statement you want to
make?

Senator KENNEDY. No.

The CHAIRMAN. You are back from New Hampshire and you are
happy to be——

Senator KENNEDY. To be back.

The CHAIRMAN. Sad to have left New Hampshire——

Senator KENNEDY. Sad to leave New Hampshire— [Laughter.]

—but we have a good panel, Mr. Chairman, and I look forward
to their testimony.

The CHAIRMAN. Thank you. Thank you, Senator.

Dr. Milstein?

STATEMENT OF ARNOLD MILSTEIN, M.D., MEDICAL DIRECTOR,
PACIFIC BUSINESS GROUP ON HEALTH, AND PHYSICIAN
CONSULTANT, MERCER HUMAN RESOURCE CONSULTING,
SAN FRANCISCO, CALIFORNIA

Dr. MILSTEIN. I thank the committee for the opportunity to share
my perspective that inefficiencies in health care delivery comprise
a substantial fraction of current health spending, health insurance
premiums, and that much of this inefficiency can be eliminated by
facilitating the market’s ability to identify and reward efficient,
high quality physicians, hospitals, and treatment options.

There are two primary sources of inefficiency in the U.S. health
care system. First, the provision of many health care services that
offer no measurable gain in health or patient satisfaction. These
services are well described in the Dartmouth research results,
which I submitted with my testimony. This type of inefficiency oc-
curs more in some communities than in others, but it occurs even
in our most medically efficient communities, such as Minneapolis
and Portland, Oregon.

Second is detailed in the Institute of Medicine’s “Crossing the
Quality Chasm” report, the provision of all health care services by
antiquated clinical work methods that rely on faulty human mem-
ory and paper medical records. Since these methods of clinical work
are severely mismatched to the challenges of delivering high-tech-
nology services to an American population with increasingly com-
plex chronic illnesses, they offer a significant preventable waste of
resources and preventable human suffering.

These two types of inefficiency are invisible to health care provid-
ers and to consumers because we don’t routinely measure and re-
port how physicians, hospitals, and treatment options compare on
the average total health care spending that they incur when used
to treat an episode of acute illness or a year’s worth of chronic ill-
ness and preventive care. I will refer to this total average level of
spending per illness as longitudinal efficiency.

We are also in the dark with respect to the level of quality
achieved by particular physicians, hospitals, and treatment options.
We do not lack methods by which to measure both longitudinal effi-
ciency and quality of care, but most private sector health benefit
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plans lack a sufficiently large database in any one community to
make valid comparisons among physicians or specific hospital serv-
ice lines, such as cardiac surgery.

The invisible hand of the market could transform the majority of
these inefficiencies into significantly reduced rates of health insur-
ance premium increase over a ten-year period with two catalytic in-
gredients from Congress. First, encouraging CMS to routinely and
continuously share with the private sector the patient privacy pro-
tected CMS claims database so that all health plans, all health
benefit plans, would be able to increase their precision in measur-
ing the longitudinal efficiency and quality of physicians, hospitals,
and treatment options. The patient privacy protected CMS claims
database is a grossly underutilized national information asset with
unnecessarily restrictive access rules for private sector health bene-
fit plan sponsors.

Second, encouraging CMS and other health plans to reward clini-
cal performance improvement by either more favorable payment for
doctors, hospitals, and treatment options that offer superior quality
and longitudinal efficiency, and/or by lower cost sharing for pa-
tients who preferentially use such providers and treatment options.
For example, Congress could refine its specifications for the types
of health benefit plans to which tax-advantaged portable spending
accounts would apply to promote both of these health benefit plan
features.

Americans have access to standardized longitudinal efficiency
measurements for appliances and for automobiles, but not for the
industry that consumes a much greater share of their income and
benefits. Absence of such measurements keeps American hospitals,
doctors, and patients in the dark with respect to comparative per-
formance and unable to identify opportunities to make American
health insurance much more affordable.

When paired up with standardized publicly reported quality of
care measurements, longitudinal efficiency measurements would
comprise a new navigational system by which all stakeholders
could improve America’s health and slow future increases in health
insurance premiums. It would also send a constructive signal to
new medical technology developers. The market will judge their in-
novations based not only on their unit prices and their health bene-
fit, but also on their contribution to reducing total health care
spending.

Thank you for the opportunity to share my perspective on how
large, invisible, and substantially capturable inefficiencies in Amer-
ican health care delivery contribute to the unaffordability of health
insurance.

The CHAIRMAN. Thank you, Doctor. Those are very interesting
ideas which we will want to follow up on here.

[The prepared statement of Dr. Milstein may be found in addi-
tional material.]

The CHAIRMAN. Dr. Davis?

STATEMENT OF KAREN DAVIS, PRESIDENT, THE
COMMONWEALTH FUND, NEW YORK, NEW YORK

Ms. Davis. Thank you, Mr. Chairman and members of the com-
mittee, for this invitation to join you this morning.
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Rising health care costs are a problem for all Americans, but
they weigh especially heavily on uninsured and underinsured indi-
viduals, who pay much of the cost of their health care directly out
of pocket. We can no longer afford or tolerate wasteful spending on
care that does not benefit patients. We can’t have duplication of ex-
pensive procedures, medical errors, or the high administrative costs
incurred by the Nation’s insurers and providers.

Real solutions should directly target these sources of unaccept-
ably high cost, not simply shift costs from employers to workers or
from government to beneficiaries of public programs. Most fun-
damentally, we must act to achieve automatic and affordable
health insurance for all, to ensure that the benefits of modern med-
icine are widely accessible and to ensure that investment in health
care contributes to economic growth and a healthier, more produc-
tive society.

Health insurance premiums are going up 14 percent a year. That
is faster than the 8.5 percent increase in early 2003 in benefits per
enrollee, and that divergence between premiums and costs bears
watching.

The U.S. has the highest health care spending of any country,
and yet we are the only major industrialized Nation not to provide
health insurance for all. I am particularly disturbed by the rapid
increase in administrative costs. They went up 16 percent in 2002
and it made it the fastest rising component of national health ex-
penditures.

Consumer-driven health care, which is the major private sector
cost containment strategy, is unlikely to address the fundamental
causes of rising health care cost. In fact, it is likely to have adverse
consequences for patients. Consumer-driven health care contributes
to excessive financial burdens on patients, particularly those with
lower income, but also those who are sicker, and patient costs are
already unacceptably high. Patient cost sharing is a blunt instru-
ment for reducing utilization of services. It reduces the use of effec-
tive services that are already underutilized.

There are better alternatives for achieving economies in health
care than shifting cost to patients. Costs are higher in the U.S.
than in other countries because we pay higher prices for the same
services, we have higher administrative costs, and because physi-
cians prescribe specialized services that are not clinically justified.

If we were to adopt fundamental reforms, such as an integrated
private-public strategy to purchase health services efficiently, de-
mand quality performance, and streamline administrative costs,
substantial savings could be achieved.

Short of fundamental reforms, practical steps that could be taken
in the near term include reducing medical errors and improving
care coordination through a major public-private investment in
health information technology. Public reporting of cost and quality
data, as Dr. Milstein stressed, knowing what costs are over an epi-
sode of care in quality, and studies show that they vary enormously
from hospital to hospital, physician to physician, and area to area.
If we are serious about doing better, we really need to know where
we stand.

I also endorse Dr. Milstein’s call for provider performance on
quality and efficiency. Medicare needs to become a leader in paying
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for performance. It needs to move quickly to reward those providers
who are both high quality and low cost over the course of a pa-
tient’s treatment.

We also need the development and promulgation of clinical
guidelines and quality standards. Public programs and private in-
surers would benefit from a Federal agency charged with establish-
ing the scientific basis for effectiveness not just of new drugs, as
FDA does, but for specialty consultations, surgical procedures, and
tests.

Better management of high cost patients. Ten percent of patients
account for 70 percent of costs. If public programs and private in-
surers were willing to pay for services of nonphysician personnel
that are needed for high-cost care management, we could reduce
the cost. We also need to streamline administrative efficiency and
test models there.

Finally, we need automatic and affordable health insurance cov-
erage for all. Employers, Federal and State governments, and indi-
viduals must all share responsibility for achieving automatic and
affordable health insurance for all. The most realistic strategy is a
combination of group insurance options, including employer cov-
erage, a new Congressional health plan, expansion of SCHIP to all
low income below 150 percent of poverty, and the ability to get onto
Medicare earlier for the disabled in a two-year waiting period and
for older adults. But premium assistance based on income will be
required to make premiums affordable for all enrollees.

Together, these steps would take us a long way toward ensuring
that this country has a high performing health system worthy of
the 21st century. Thank you.

The CHAIRMAN. Thank you, Dr. Davis. Thank you for those ideas.

[The prepared statement of Ms. Davis may be found in additional
material.]

The CHAIRMAN. Dr. Conover?

STATEMENT OF CHRISTOPHER J. CONOVER, ASSISTANT RE-
SEARCH PROFESSOR OF PUBLIC POLICY STUDIES, DIREC-
TOR, HEALTH POLICY CERTIFICATE PROGRAM, AND SENIOR
RESEARCH FELLOW, HEALTH INEQUALITIES PROGRAM,
CENTER FOR HEALTH POLICY, LAW, AND MANAGEMENT,
TERRY SANFORD INSTITUTE OF PUBLIC POLICY, DUKE UNI-
VERSITY, DURHAM, NORTH CAROLINA

Mr. CONOVER. Mr. Chairman and members of the committee, it
is a great pleasure to be here today.

How big a role does health services regulation play in explaining
the extraordinarily high level of health costs in the U.S., and how
many uninsured might be covered were we somehow to find a way
to reduce this regulatory burden? My brief remarks today will pro-
vide some tentative answers to both questions based on the pre-
liminary results of more than 2 years of research, conducted in part
under contract to the Department of Health and Human Services.

There are two ways to answer the first question. First, we looked
at the costs of regulation in other industries, such as airlines, rail-
roads, telecommunications, other industries that have been long
studied by economists, and we used their best estimates to cal-
culate the percent of gross economic activity in those industries
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that is attributable to regulatory costs. By applying these percent-
ages to the health sector, we arrived at very rough, back of the en-
velope estimates of upper and lower bounds on the plausible mag-
nitude of this regulatory burden.

As you can see on Figure 1, this so-called top-down approach sug-
gests that in 2002 alone, health regulation may have imposed an
annual cost of at least $28 billion, but as you can see, it may have
been as high as $657 billion. Clearly, a 30-fold difference between
our minimum and maximum cost estimates is no more gratifying
to me as a researcher than it is to you as policy makers.

Moreover, it is easily possible that the regulatory burden in
health care is even higher than a simple extrapolation from other
industries might suggest. After all, according to University of Roch-
ester health economist Chuck Phelps, the U.S. health care system,
while among the most market-oriented in the industrialized world,
remains the most intensively regulated sector of the U.S. economy.

So we also answered this question using a much more fine
grained bottom-up approach. We looked at the literature for nearly
50 different kinds of Federal and State health services regulations,
including regulation of health facilities, health professionals, health
insurance, pharmaceuticals and medical devices, and the medical
tort system. These various regulations covered the gamut from
mandated health benefits to State Certificate of Need requirements
for hospitals and nursing homes.

We systematically tallied both the benefits and the costs associ-
ated with these regulations, finding the expected costs of regulation
in health care amounted to $335 billion in 2002. As shown at the
bottom of Figure 2, our estimate of benefits for these regulations
was about $207 billion, leaving a net cost of $128 billion.

Three areas account for the lion’s share of this net burden. The
medical tort system, which includes litigation costs, court expenses,
and defensive medicine totals $81 billion. FDA regulation adds an-
other $42 billion, and health facilities regulation adds yet another
$29 billion. Thus, the States and Federal Government both have
roles to play in finding ways to trim regulatory excess.

Now, how does this all relate to the uninsured? Our bottom-up
look allowed us to determine that the net cost of regulation borne
by the health industry itself is about 6.4 percent, meaning that
health expenditures and health insurance premiums are at least
that much higher than they would be absent regulation, or excess
regulation. Based on consensus estimates about the impact of high-
er premiums on how many would likely drop health insurance, this
increased cost implies a 2.2 percent reduction in the demand for
coverage, and this translates into nearly five million uninsured
whose plight might reasonably be attributed to excess regulatory
costs.

But, of course, there is a different way to look at this burden, as
well. In light of the $35 billion in subsidized care that is already
provided to uninsured patients every year, researchers have re-
cently estimated it would only cost $34 to $69 billion in added
health spending to cover all of the Nation’s uninsured.

In light of these figures, the potential opportunity costs of this
regulatory burden become very clear. The average estimates from
both our top-down and bottom-up look at this problem suggests
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that we could cover this cost several times over. Admittedly, our es-
timates are still preliminary, and we are now engaged in a process
of careful review of all of them. But it seems unlikely that the ad-
justments yet to come in our figures would alter this central con-
clusion. The net burden of health services regulation likely exceeds
the annual cost of covering all 44 million uninsured.

So a legitimate policy question is whether any unmeasured bene-
fits of this apparent excess regulation outweigh the benefits of cov-
erage for all Americans. For example, in the context of the IOM
finding, that 18,000 uninsured die every year due to lack of cov-
erage, is maintaining the full extent of our current regime of health
regulation worth letting that continue? This is not a question for
me to answer, but I hope that you will seriously consider it as you
wrestle with one of the most challenging health policy issues now
on the national agenda. Thank you for your time.

The CHAIRMAN. Thank you, Doctor. Those are obviously fascinat-
ing findings that will have a significant impact on this debate, I
suspect.

[The prepared statement of Mr. Conover may be found in addi-
tional material.]

The CHAIRMAN. Dr. Wilensky?

STATEMENT OF GAIL R. WILENSKY, SENIOR FELLOW,
PROJECT HOPE, BETHESDA, MARYLAND

Ms. WILENSKY. Thank you, Mr. Chairman and members of the
committee. I am going to try to step back and again focus on the
larger issue of the relationship between increased health care
spending and the decline in the number of uninsured and the
major factors that are driving this increase and to put this back in
the context of the strategies available to you to try to lower the
number of uninsured. I am going to make about a half-a-dozen
major points during my five minutes.

The first is that it would be useful to think about the uninsured
as a chronic problem rather than an acute one, one that will re-
quire explicit policy decisions to change, but nonetheless a chronic
issue, worse during periods of economic decline, somewhat better
during periods with robust growth, but one that has seen secular
declines in coverage over the last 25 years. About 25 years ago,
12.5 percent of the population was uninsured. That number is
about 15 percent. The number that we have now, about 43 million,
is about the same as existed in 1997-1998, a period of very robust
economic growth.

There are two main reasons that have been cited in the lit-
erature about why we have seen this decline in coverage over time.
The first has to do with the changing economic structure, move-
ment more toward the service sector, part-time and entrepreneurial
jobs, changes, frankly, that Members of Congress are not likely to
be able to change.

But the second has to do with increased health care spending rel-
ative to growth and income. What we have seen looking at the long
haul, the last 50 years, is that, on average, there has been a four
percent increase per year per person in real spending on health
care compared to an increase of about 1.5 percent growth in real
terms per person per year in the economy.
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There was an interesting diversion from that trend in the 1990s,
when the growth in health care spending was closer to two percent
per year in real terms, per person per year, and there may be some
things for us to learn about some of the changes that allowed us
to get off that long-term growth spending period in the economy for
health care.

Now, in asking whether or not increased spending is really a
problem, you tend to get different answers over time depending on
who is being asked. At one level, you could say as long as people
feel they are getting increased value for their health care spending,
it may indeed be possible to continue spending parts or most of our
increased growth in the economy on health care. But clearly, when
it comes to matters regarding the uninsured, increased health care
spending is a problem.

It makes it more expensive to try to lower the numbers of unin-
sured and we know that increased health care spending is itself as-
sociated with increasing numbers of uninsured. So while in general
it may not be an issue if we actually feel we are getting increased
value for the spending, when it comes to reducing the number of
uninsured, it will make the problem much more difficult to resolve.

There are a number of issues in terms of why we have seen this
health care spending. You have heard many of them mentioned al-
ready. I am just going to summarize them briefly.

Advances in medical technology, something that we are all proud
of that this committee in particular has helped to promote. In
health care, technology tends not to be associated with lower
spending the way it is in other sectors of the economy, where new
technology usually provides services at a lower rate as well as
higher quality, or they are not adopted unless the payers are will-
ing to pay more, and the question of why that doesn’t happen in
health care is an interesting and important one.

Medical liability, an issue that has been raised in Congress a
number of times, the direct costs and practice of defensive medicine
is an issue that drives health care spending. Lifestyle issues, par-
ticularly tobacco and now, as we know, obesity, has had a major
impact in terms of increasing health care spending.

Our system of reimbursement, as we have already heard, that
doesn’t pay for performance, that, in fact, pays for the correction
of defects as well as the provision of the defect in the first place,
is part of the driver of health care.

And the way most of us get health care in the United States, em-
ployer-sponsored insurance, encouraged in large part by the tax ex-
clusion, has been a driver in its own right in terms of health care
and encouraging people to regard health care spending and the
purchase of insurance as their employer’s money rather than their
own money as an employee.

There are a number of steps, and you have heard many of them
already this morning. Trying pay for performance initiatives, some-
thing the government is doing to a small extent through the Cen-
ters for Medicare and Medicaid Services; providing better informa-
tion on the cost-effectiveness of new technologies and therapeutics,
an issue that Dr. Davis talked about this morning; meshing patient
safety measures with tort changes as a way to try to bridge what
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has been a very difficult impasse for the Congress; and exploring
alternatives to the tax exclusion for employer-sponsored insurance.

There are also a number of ways to try to reduce the number of
uninsured, and again, they have been mentioned this morning, try-
ing to find ways to expand access to some of the public programs;
using the waiver process to expand Medicaid and expanding Medic-
aid itself; providing financial subsidies to individuals and access to
group insurance, either through fundable tax credits or through
other strategies; and providing mandates either on individuals or
on employers. And as we have seen in legislation that has been
raised, it is possible to mix and match some of these strategies.

It is important, though, as you go forward in talking about these
issues of reducing the number of uninsured to remember that any
strategies that you find to reduce the rate of spending in health
care will make it that much easier to provide coverage to the unin-
sured and will reduce the likelihood that you will have increases
in the uninsured in the future solely driven by the increased health
care spending. Thank you.

The CHAIRMAN. Thank you, Doctor, very much for that input.

[The prepared statement of Ms. Wilensky may be found in addi-
tional material.]

The CHAIRMAN. We have a large number of members participat-
ing in this hearing. That reflects the interest, obviously, and the
importance of the topic. Again, we do have votes that are going to
hit us here. So what I going to do is limit time to five minutes and
hope members can stick to that. Then we can get everybody in be-
fore we start voting.

I will pass on my opportunity to ask questions and wait until the
end here. If Senator Kennedy does return, he will obviously go to
the top of the list, but the list as I have it by arrival would be Sen-
ator Enzi, Senator Murray, Senator Harkin, Senator Sessions, Sen-
ator Alexander, and Senator Dodd, in that order, so we will start
with Senator Enzi.

Senator ENzI. Thank you, Mr. Chairman. I appreciate Dr. Holtz-
Eakin coming 2 days in a row to the Hill. Yesterday it was bank-
ing, today a completely different subject. I appreciate the informa-
tion that you provided both times.

In your testimony, I am a little confused between the three col-
umns that are used, the uninsured at any time, the uninsured all
year, and then the distribution of population uninsured all year.
Are the first two columns the percentages of just the nonelderly
people and then the last one is of the population as a whole, wheth-
er they are elderly or not? I wasn’t sure what the third column rep-
resented.

Mr. HoLTZ-EAKIN. The first two columns are just for nonelderly.
So, for example, for uninsured at any time during the year, 26.8
percent of those less than 19 were uninsured at any time during
the year. Seven-point-three percent of those less than 19 were un-
insured all year.

The final column tells you of all the ages. Out of all the people
who are uninsured all year, nearly 25 percent were less than 19.
Fourteen percent were between 19 and 24. And so all the ages will
add up to 100 percent of those uninsured during the entire year.
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Senator ENzI. The accountant in me made me wonder sometimes
when it went over 100 percent in a category.

I found it very interesting that 25 percent of the uninsured make
more than 200 percent of the Federal poverty level. That was from
page five, and then on page six, there is a little different way of
evaluating it, which is based on their health and not by age. Of
those who consider themselves in excellent health, almost 29 per-
cent don’t have insurance. Very good health, 33 percent don’t have
insurance. And good health, 24.5 percent have insurance. So it
looks to me like 86 percent of the people that are uninsured figure
that they are in good enough health that they don’t need insurance.

In the Medicare bill that we passed, we had a provision for
health savings accounts. I am of the belief that they will help to
take care of some of these people, so they put away a little money
while they are still in very good or excellent health. Is that a feel-
ing that you have, that the change that we made might make that
kind of a difference? I noticed that there was an evaluation of how
much that would cost.

Mr. HoLTz-EAKIN. Well, certainly part of the message in the tes-
timony is that to the extent that the final consumer of medical
services is insulated from any cost consequences, it feeds into the
system of a set of economic incentives which can adopt expensive
technologies which may not be worth it, in some sense. We may de-
cide to spend more on health care as a Nation, but you don’t want
to spend more than is worth it. Third-party payers, which insulate
people from the cost consequence of their decisions, are part of
that.

To the extent that health savings accounts put individuals in a
position where they evaluate and have the information to evaluate
the quality of what they are buying, so they get the benefits and
cost tradeoff exactly right, then that is a step toward that direction.
The flip side is you have to make sure that when people are young
and in excellent health and they are in that, they are looking for-
ward to the possibility they may not be and you don’t just get a
selection issue where only those people in excellent health take ad-
vantage of that for the tax advantages and the folks who are not
in excellent health are in a different pool. So those are the issues
in those kinds of accounts.

Senator ENZzI. I appreciated Dr. Conover’s statistics on the cost
of regulation and hope that we can find some data that also will
show how much of the costs are due to new technologies and medi-
cal liability insurance and those sorts of things.

Dr. Davis, you said that there was a major increase in the num-
ber of underinsured. That suggests that there might be some
agreed upon level of insurance. Would that also mean that there
are some that are overinsured? How is that level determined?

Ms. Davis. There was one major study in the Journal of the
American Medical Association that defined underinsurance as
being at risk of spending ten percent of your income directly out
of pocket on health care. If everyone in this country had a $1,000
deductible health insurance plan, about a third of people would pay
more than ten percent of their income if something serious hap-
pened like they were hospitalized. So that is kind of the rule of
thumb.
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In terms of your point about overinsurance, certainly there is
some overuse of health care services. In our international surveys,
we found patients reporting getting the same test more than once
when they saw different doctors. A lot of that overuse is driven by
physicians or the health care system that don’t have electronic
records to find the old test results and our compensation system
that pays physicians more for doing more procedures. We don’t
really have clinical guidelines or standards to really indicate when
insurance shouldn’t pay for a service like an MRI because a cheap-
er test would have worked just as well.

Senator ENzI. I feel that there is a lot more information there,
but my time has expired. I would ask for permission to submit
somedquestions in writing and also to have a full statement in the
record.

The CHAIRMAN. Absolutely. That, of course, is always a member’s
opportunity.

[The prepared statement of Senator Enzi follows:]

PREPARED STATEMENT OF SENATOR ENZI

Mr. Chairman, the United States has the best healthcare system
in the world. Our main challenge is how to extend the blessings of
this system to as many Americans as possible.

We need to eliminate factors that contribute to the rise in
healthcare costs but don’t contribute to improving the quality or
availability of that healthcare. We can’t make health insurance
more affordable if we don’t make healthcare services more afford-
able.

But healthcare today is complex. Changes in law and regulation
often have unintended consequences, and we've seen this effect
time after time in healthcare policymaking.

That’s why I commend you for holding this hearing. We need to
understand why healthcare costs are increasing before we take any
major new steps aimed at reducing the number of people without
health insurance. As a member of this committee and of the Senate
Republican Task Force on Health Care Costs and the Uninsured,
I am ready and willing to work with you on this critical issue.

We're going to hear testimony today about a number of the “cost
drivers” that influence the rate of growth in healthcare spending.
There are many factors which can be cited as cost drivers: patient
demand, new technologies, provider expenses, litigation, govern-
ment regulation, labor shortages, quality deficiencies, and cost-con-
trol incentives or the lack thereof, to name several.

Take medical litigation, for instance. The continued rise in medi-
cal malpractice premiums contributes to the rise in healthcare
spending as physicians and hospitals pass those costs along to pa-
tients and their health insurers. Our medical litigation system also
encourages costly “defensive medicine”—the ordering of unneces-
sary tests and procedures—as protection against lawsuits.

But the flaws with our current system of medical litigation go be-
yond rising premiums. Studies show that the likelihood and the
outcomes of lawsuits and settlements bear little relation to whether
the healthcare provider was at fault or whether the outcome of the
procedure was avoidable—or unavoidable.



15

The absence of a strong association between payouts and neg-
ligence means that medical litigation does not provide much of a
deterrent effect. Without this deterrent effect, providers won’t have
a true financial incentive to get to the bottom of our medical-error
problem. We need to revamp our medical litigation system to en-
sure that the truly injured get just and timely compensation, while
at the same time ensuring that the truly negligent providers are
the only ones who are punished.

The nature of our medical litigation system is one of the outright
problems with our system that must be fixed. The nature of some
of the other “cost drivers” is not so clear-cut, however.

Take technology, for instance. We can all agree that the inappro-
priate or inefficient use of drugs, medical devices, and other new
technologies contributes to some extent to the recent escalation in
healthcare costs.

But technology can save money as well, not to mention improve
the quality of our lives. Today, we can repair damaged hearts
through tiny incisions in the chest, instead of by cracking some-
one’s chest open. A lower risk of infections, a lessened need for
medications, a shorter hospital stay, and a quicker recovery time—
all of these are benefits of the modern technologies that enables
these new heart procedures.

Technology is our best hope for new and cost-effective treatments
for some of the biggest medical challenges—not just heart disease,
but cancer, Alzheimer’s, and diabetes as well. In our haste to en-
sure that money is spent wisely on technology, we must take care
not to stifle the development of the next wave of medical miracles.

The list of cost drivers I cited earlier doesn’t include perhaps the
biggest cost driver of all—us. The decisions we make—and don’t
make—about our own health play a huge role in the cost of
healthcare today. Unfortunately, this factor doesn’t get the atten-
tion it should.

According to the Centers for Disease Control and Prevention,
more than 90 million Americans live with chronic diseases. Rough-
ly 75 percent of our annual $1.4 trillion in healthcare expenditures
is attributable to chronic diseases.

The tragedy is that most chronic diseases can be prevented by
good eating habits, proper exercise, and other positive behavioral
changes. Obesity, for instance, is linked to diabetes, heart disease,
stroke, osteoarthritis, cancer and other chronic diseases. According
to a recent study, obese Americans accumulated $75 billion in
weight-related medical bills in 2003, and Medicare and Medicaid
directly paid for more than half of those costs.

I don’t raise this issue to single out or point fingers at obese peo-
ple. I recognize that some people have a strong genetic predisposi-
tion to obesity and have a difficult time losing weight on their own.
My point is that if we all took greater personal responsibility for
modifying our unhealthy behaviors, we’d collectively do more to re-
duce our overall healthcare spending than any government inter-
vention could do.

We also need to be more responsible for our own healthcare utili-
zation. Those of us with private and public health insurance need
to recognize that a visit to the doctor or the pharmacy doesn’t cost
us 5 or 10 or 20 dollars—that’s just the co-payment. We pay the
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rest of the bill in the form of higher insurance premiums and high-
er taxes.

Most forms of third-party insurance distort the impact of our life-
style decisions and healthcare choices. We would pay more atten-
tion to our personal behavior if we weren’t insulated from the rami-
fications of our decisions.

That’s one reason I supported a significant step we took in last
year’s Medicare bill toward reducing the number of uninsured in
America. I'm referring to the expansion of health savings accounts
(HSAs) from a pilot program to a full-fledged health insurance op-
tion for all Americans.

HSAs combine a high-deductible insurance policy for catastrophic
expenses with a personal spending account that each HSA policy-
holder will control for his or her routine healthcare costs. Unlike
flexible spending accounts, people who own HSAs will be able to
roll over to the next year any unused funds in their personal ac-
counts.

“Consumer-directed” insurance options like HSAs will encourage
people to take greater ownership of their own healthcare decisions.
A person who owns an HSA will have a greater incentive to invest
in preventive care that will help him or her avoid unnecessary trips
to the doctor or hospital. HSAs also create an incentive for people
to make the types of lifestyle changes that will result in better
health and fewer expenditures from their personal HSA spending
account.

HSAs have already proven to be attractive to people without
health insurance—four of every ten people who participated in the
pilot program of medical savings accounts (MSAs) were previously
uninsured. HSAs should be particularly attractive to younger and
healthier people who don’t think it’s a good financial deal to pur-
chase traditional third-party health insurance. This is a good thing,
by the way—if more young and healthy people purchase health in-
surance, the overall health insurance risk pool will improve, and
there will be fewer unpaid medical bills because of catastrophic in-
juries or illnesses among the uninsured.

The bottom line is that health savings accounts will allow people
to design their own personalized insurance plans. People will use
the money that they and their employers put in their own accounts
to pay for the benefits they want, knowing that they will be pro-
tected from financial ruin in the case of a catastrophic illness. Peo-
ple deserve to be able to choose a lower-cost plan that gives them
the freedom to balance value and cost, and HSAs will give them
that choice.

This brings me to the final point I'd like to make before we hear
from our witnesses. Everyone knows by now that there are approxi-
mately 43 million Americans without health insurance. What we
don’t often hear is that these 43 million Americans are uninsured
for a variety of reasons.

Some of the 43 million Americans without health insurance can’t
afford the insurance plans that are available to them. Some can af-
ford to buy a policy, but decide not to pay for it.

Some of the 43 million Americans without health insurance can’t
afford even a low-cost plan. Some can’t find a low-cost plan because
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the insurers in their state must offer a long list of mandated bene-
fits, and therefore can’t offer them a less-expensive alternative.

Some of the 43 million Americans without health insurance have
been without it for a year or more. Some have only been without
it for a few months.

We can’t look at uninsured Americans as one big group in need
of one big solution. We need to identify those who really cannot af-
ford to purchase health insurance, and identify some solutions that
would make health insurance more affordable for them, based on
their particular needs. And we need to do this in the context of re-
ducing healthcare costs for everyone.

Mr. Chairman, I again commend you for holding this hearing so
that we can take a hard look at this issue before we leap into de-
signing solutions. We need to keep in mind that uninsurance is a
chronic problem. It didn’t just suddenly appear. It’s been a problem
for decades. Eliminating the uninsured can’t realistically be done
in one bill or one session of Congress.

I believe we have already taken steps toward making health in-
surance more affordable. However, that doesn’t eliminate our re-
sponsibility to continue making progress here in 2004. We need to
keep moving to help extend the benefits of our healthcare system
to more Americans. I look forward to working with you, Mr. Chair-
man and the members of this Committee as we strive to make
healthcare and health insurance affordable for all Americans.

The CHAIRMAN. Senator Murray?

Senator MURRAY. Mr. Chairman, thank you very much for hav-
ing this hearing. I think this is really important that we explore
some of the costs behind the rising health care costs and the grow-
ing rates of uninsured and the testimony was, I think, excellent
from everyone who is here. I think it is showing all of us that this
is not a one simple solution issue, that there are a lot of different
things to look at.

I think we have to recognize we are not just talking about the
unemployed. We are talking about a lot of working families who
simply don’t get affordable health insurance. The jobless recovery
that we are in is affecting a lot of people in my home State of
Washington. We have 650,000 people who are uninsured today and
we have one of the highest unemployment rates in the Nation. It
goes hand in hand. So any kind of solution we find has to deal with
a comprehensive approach and I think this is good to be able to ex-
plore some of this.

But let me ask a question because it is one that I think many
of us often get hit with, that the solution is a cap on noneconomic
damages in medical malpractice cases. I think we all agree frivo-
lous lawsuits are a problem we need to deal with, but I fear that
if we have a narrow approach, that we don’t really address some
of the roots of the problem with medical safety and overuse of test-
ing, whatever it is, insurance reforms that we are simply going to
put a band-aid on and not do anything.

Let me ask a direct question, Dr. Holtz-Eakin, because in your
testimony, you said that medical malpractice insurance accounts
for less than two percent of all health care related costs, and I
heard Dr. Conover say it costs more than $81 billion. What is the
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real cost of medical malpractice and will caps on noneconomic dam-
ages get to the real problems that we face with rising costs?

Mr. HoLTZ-EAKIN. In terms of the setting, I think it is important
to distinguish between the level of any cost and any growth rates.
To the extent that there is built into the level some impact from
the tort system, there is less evidence that there is a rising trend
that would affect the growth rate of national health spending.

CBO has done some work in this area, and indeed, in some cir-
cumstances, you can find that tort reforms, caps on damages, do
have impacts on malpractice premiums. However, as you noted in
your statement and as we note in our report, even fairly large
changes in malpractice premiums constitute a very small fraction
of overall health insurance costs and a small fraction of health
spending in the United States as a whole. So that is not a dramatic
avenue to change the total spending path in the United States.

Senator MURRAY. Would anybody else care to comment on that?
Yes?

Ms. WILENSKY. I think you need to distinguish between two
types of costs related to liability. The first is the cost you have been
discussing, the cost of premiums and the total dollar of health care
spending and I think that is relatively small.

What may be a larger cost, but it is unfortunately very difficult
to measure, is the cost of what has been termed as defensive medi-
cine, that is practices of tests and X-rays, imaging, etc, that are
done for fear of having a bad outcome and not having done all test-
ing possible. This is potentially much greater. It is difficult to esti-
mate because it is difficult to define and because it is confounded
by the reimbursement system. A lot of what we see reflects pres-
sures to do more when doing less might be just as well, but you
put yourself at risk as a physician. If a bad outcome occurs, the re-
imbursement system also

Senator MURRAY. Well, is the only reason a doctor asks for addi-
tional medical because they fear liability or are there other rea-
sons? Perhaps they profit from it. Perhaps the patients demand,
and we see tons of advertisements on television, I know patients
go in and demand things based on what they have seen. Aren’t
there other causes, as well for that?

Ms. WILENSKY. There definitely are. There is some indication
that putting a cap in place will reduce somewhat the premiums.
There are some proposals that have come out that attempt to link
improvements in patient safety with ways to compensate for inju-
ries that occur, avoidable injuries that occur, and it may provide
some way to get over the impasse of only looking at capping mal-
practice awards made.

There is some indication that capping the award will provide
some reduction in premium and therefore in spending, but it is far
more complicated than that, as you have indicated.

Senator MURRAY. And if you don’t deal with the fact of medical
errors and patient safety, then we have turned the system on its
head, as well, is that not correct?

Ms. WILENSKY. I agree.

Mr. CONOVER. I would like to make clear that in my figures, $25
billion of the medical malpractice is the insurance premiums and
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another $70 billion is our estimate of defensive medicine costs. And
I agree with Dr. Wilensky, it is very difficult to measure that.

Senator MURRAY. Dr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. I just wanted to point out that defensive medi-
cine is an ongoing area of research at CBO. We have been able to
find some evidence of links between malpractice, defensive medi-
cine, in areas associated with heart ailments. But in using the
same research methods in other areas, we find less evidence. The
most widely cited study finds that defensive medicine accounts for
about one percent of overall health spending, so the magnitudes
are useful to keep in mind.

Senator MURRAY. Thank you. I know my time has run out and
I do have other questions I will submit. Thank you.

The CHAIRMAN. Thank you, Senator Murray.

Senator Harkin?

Senator HARKIN. Thank you, Mr. Chairman.

Well, let me see, I think it has been about 15 years now that I
have been on this committee, 18 years maybe now, and we always
have these kind of hearings and this goes on year after year, year
after year, and we keep dancing around the issue. We talk about
different things but we don’t really get to the core of the problem.

What is driving health care costs and the uninsured? Well, the
uninsured, obviously it is the fact of lack of a national health care
system. But as Senator Murray said, this has many parts. But
first, we have to realize we don’t have a health care system in
America. We have a sick care system. If you are sick, you get care,
but there are absolutely no incentives, nothing in there to try to
keep you healthy in the first place.

Now, Dr. Wilensky was the only one that mentioned it, lifestyles.
The fact is, if we want to focus on what is driving health care costs,
it is the lack of preventative health care in America. That is what
is driving it, and we never get to it. Just take some examples.

Chronic diseases account for 75 percent of the Nation’s health
care costs each year and most are preventable. The annual costs
of cardiovascular disease, $352 billion; obesity, $117 billion and ris-
ing; diabetes, $132 billion; smoking, more than $75 billion; un-
treated mental illness, $79 billion. In fact, major depression right
now is the single leading cause of disability in the United States.
So clearly, keeping people healthy is more cost effective than treat-
ing diseases related to unhealthy behaviors.

Let us assume for a minute I bought a new car. What would you
think if I took that car and I drove it off the lot and I never
changed the oil, I never checked it, I never checked the water, I
never did anything to it and I just kept driving it and finally the
engine seized up. I took it to the garage and they said, put in a
new engine. Well, you would probably think I was a little crazy, not
to mention a little irresponsible.

The same principles apply in health care policy. You either pay
a little now or you pay a lot later. It is common sense. It is time
our national health priorities reflected that. Our health system is
in a downward spiral of paying a lot later. If we are going to bring
down health care costs, what i1s driving it, we must give people ac-
cess to preventative health care. Give them the tools to stay
healthy and provide incentives.
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I will mention a company in Des Moines, lowa, Townsend Engi-
neering. Ray Townsend a few years ago decided—a small manufac-
turing plant, not a stockholding plant. He owned it himself. He de-
cided he was going to change his plan. He took all the people and
he put them on a health program. He built a gym right next to his
facility. He gave his employees benefits, bonuses, free vacations, if
they cut down on smoking. He hired a full-time physical trainer for
every one of his employees.

Guess what happened? Smoking went to zero. His sick days went
down precipitively. His production went up. The productivity rate
went sky high. But guess what didn’t go down—his health insur-
ance costs because he was in a pool with everybody else, but he re-
alized that he was better off and his plant was better off and he
was more productive and he was making more money because his
people were healthy. But he did that on his own dime. There were
zero incentives for Ray to do that.

Well, we could take a lesson from that and start providing those
kinds of incentives, not only just for businesses, but for schools and
everything else. In the coming months, again, I will be addressing
these. I am going to introduce a package of legislation to folks on
nutrition, physical activity in schools—kids don’t even have phys-
ical activity in schools anymore. Eighty percent of the elementary
school kids in America today have less than one hour of P.E. every
week. Tell me why they are getting fat and obese when they get
older. Focus on mental health, tobacco cessation, prevention and
treatment, consumer awareness, responsible marketing practices.

I will tell you one other thing. We put $4 million in the last farm
bill, $4 million. We took four States, 100 schools, elementary, mid-
dle, and high school, and we said, what would happen if you gave
free fruits and vegetables to kids? Free during the day, anytime
they want it. Pick up an orange. Pick up an apple. Pick up a ba-
nana, kiwi fruit, strawberries. Give them free fruits and vegetables,
broccoli, cauliflower, celery, whatever.

Guess what happened? Now, we have only had about a year of
this that it has been in effect, a little over a year. You check those
schools in Michigan. You check them in Ohio. You check them in
TIowa. You check them in Indiana. In every single one of those, kids
are eating healthier. Some schools have taken out vending ma-
chines because the kids aren’t putting money in the vending ma-
chines any longer. These are the kind of incentives we have got to
start putting in there.

Food stamps—food stamps—you can still on food stamps, you can
get Twinkies but you can’t get vitamins or folic acid for women on
food stamps. What sense does that make?

So again, we keep dancing around this all the time, and we can
talk about insurance, we can talk about tort reform, we can talk
about all the new equipment and stuff. I am telling you, until we
start focusing on preventative health care, and until all you doctors
and all you experts start telling us that we have got to build in in-
centives, we have got to start with kids early in life, and we can’t
keep going down this road any longer or we are going to be here
another 15 years talking about this.

You are the experts out there. What is driving health care costs?
It is the lack of preventative health care in America. It is chronic
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illnesses. Seventy-five percent, as I mentioned, go to chronic ill-
nesses and these are preventable.

My time has run out. I didn’t have a question, I just had a state-
ment. Thank you. [Laughter.]

The CHAIRMAN. That was excellent testimony. [Laughter.]

Senator Alexander? You can direct questions at the other panel
members. [Laughter.]

Senator ALEXANDER. Thanks. Thanks, Mr. Chairman. I enjoyed
Senator Harkin’s statement. I have met Ray Townsend, and that
is an impressive operation in Des Moines, Iowa.

We are beginning to discuss the reauthorization of higher edu-
cation, and as we talk about costs of health care, I think it is im-
portant to remember that we don’t have unlimited dollars in the
country and we must make choices. As Dr. Wilensky was talking
about the 1.5 percent increase in the economy but the four percent
increase in health care costs except for part of the 1990s, I was
thinking about what has been happening in my State. One of the
consequences of the increased cost of health care has been, I think,
to damage and underfund higher education.

For example, when I left the Governor’s office in Tennessee in
1987, we were spending 50 cents out of every dollar on education
and 15 cents on health care. Today, the State of Tennessee is
spending 40 cents of every tax dollar on education and 31 cents of
every tax dollar on health care. So it has gone from 15 cents to 31
cents on health care, and 50 cents to 40 cents in education, so you
can see where that has gone.

The question I have—Dr. Holtz-Eakin and Dr. Wilensky, you
may particularly have comments on this but others may as well—
is if you have been thinking about solutions to the health care
costs. I have been intrigued by suggestions for dealing with the un-
insured. One solution we have heard about for a long time is a sin-
gle-payer system. Another suggestion is that we move—that we
disconnect the provision of health care from the employer, a prac-
tice we got into, I guess, in World War II, perhaps accidentally, and
that we move toward a system that would require individuals to
buy their own health care—basic insurance with the government
perhaps helping the poor and providing some sort of catastrophic
solution.

The reason I bring that up is I am thinking about the challenge
that we have as a country of keeping our jobs in worldwide com-
petition over the next ten or 20 years as we compete with China
and Southeast Asia and other countries. Our businesses won’t be
able to provide those jobs if their costs are so much higher than
businesses that operate outside the United States. One of the
major costs they have is health care and they will have enormous
pressures to decrease providing health care. We will have less
health care, and we will have fewer jobs if the businesses continue
to provide the brunt of the health care costs.

So how practical would it be to disconnect the health care sys-
tem, health care insurance, from employers, not by shifting it to a
single-payer government system but by shifting it to a system
where individuals would buy an individual insurance policy and
the private sector would still be involved? Dr. Holtz-Eakin, have
you given any thought to that?
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Mr. HoLTz-EAKIN. We have not analyzed any specific proposals,
but I think there are a couple of comments I can make in that
area.

The first is, let me just touch on the notion of international com-
petition and costs for employment. Costs are best measured rel-
ative to productivity, and indeed, U.S. workers are highly produc-
tive. So it is not just a cost comparison. It is always cost relative
to what you get and our labor provides more than do comparable
laborers around that globe and for that reason we can afford higher
labor compensation in all forms, including health care.

It was interesting that in the example that the Senator cited his
workers were more productive. I think that is part of a lesson
there. It was not so much about health insurance but also about
raising productivity of workers.

But the example is typical of the centrality of employer-spon-
sored insurance in our system. The data we provided indicate that
a lot of short spells have to do with labor market transitions quite
likely, and so for better or for worse, we have gotten the labor mar-
ket and the health insurance market intertwined. There is no ques-
tion about that.

And then I think the final thing that really stands out is regard-
less of whether you do it at the individual level or the employer
level, the notion that individuals are insulated from the cost of
their decisions. Again, to use the same scenario, if one were to
treat their car in the way that Senator Harkin described, your auto
insurance would not pay off. It wouldn’t pay for that new engine
and you would be cognizant of the costs of mistreating the car.

Whether it is in preventive care or in sick care, after the fact,
an employer-sponsored insurance policy or an individual policy has
to provide incentives for efficient utilization of the care and adop-
tion of the technologies that are worth it, not just every technology
that is invented. Those are less to do with being able to cover every
person in the United States but more about what would be the im-
pact on the efficiency of the system and the growth in health care
costs.

Ms. WILENSKY. Let me respond more directly to the issue of
whether moving away from employer-sponsored insurance may
make people more sensitive. I think the answer is yes. There are
a number of issues relating to employer-sponsored insurance. One
of the most serious is that it tends to make people think they are
using somebody else’s money, their employer’s money, as opposed
to part of their own compensation package and that exacerbates
the various factors we have talked about, about why health care
spending is growing so rapidly.

But I think at a practical level, you need to decide what we are
going to do to augment insurance because we are seeing it decline
in the voluntary employer-sponsored market. Either you can try to
require employers to do this or you can try to provide financial as-
sistance and access to group insurance and let individuals choose.
I think there is a lot of reason to go the second route, to make sure
people actually get the kind of insurance that they want as opposed
to what their employer might be choosing on their behalf, and to
make them clearly aware that this is their money that is being
spent and it ought to be used wisely.
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You do have to be careful how you do this. The fact is, most of
us have employer-sponsored insurance and you want to be careful
about how you set up a system to live alongside this voluntary em-
ployer-sponsored insurance because it would be extremely disrup-
tive if we just took away or pushed out all employer-sponsored in-
surance.

But the fact is, there has been a secular decline in insurance cov-
erage. There is going to be continuing increases in the number of
uninsured even with robust economic growth. That is what the
1990s proved to us, is that even with a decade of robust economic
growth, the number of uninsured is likely to increase or only de-
cline very slightly.

So what you do to help people without voluntary employer-spon-
sored insurance, because they are not offered it or they are in and
out of the labor market or they are part-time or full-time entre-
preneurs, is very important and that is the opportunity, if you wish
to use it, where you could move away from employer-sponsored in-
surance, which, as you have indicated, is a vagary of history of
World War II and trying to get around wage and price controls.

Ms. DaAvis. If I could make a couple of quick points. I think if
we are really going to cover people, it is going to have to be a
shared responsibility with both employers and public programs pro-
viding group insurance. Employers contribute $500 billion toward
health insurance for workers. It covers 160 million people. So if you
do away with it, you are going to have to do a lot on the tax side
to substitute for that.

Our surveys show it is what people overwhelmingly prefer. They
think employers do a good job of selecting plans. And it is more ef-
ficient because you pool risk, you can deduct premiums from pay-
checks, and you get lower administrative costs than you do in the
individual market.

So I think you have to move very carefully to move it all the way
from employer coverage. It is what people prefer. It makes them
happy. And even low-wage workers want what high-wage workers
have, which is good benefits on the job.

Senator ALEXANDER. Thank you.

The CHAIRMAN. Senator Dodd?

Senator DoDD. Thank you very much, Mr. Chairman. Thank you
for holding the hearing. Let me just make a couple of opening com-
mentls(i if I can, and then try to get a couple of quick questions, if
I could.

First of all, I thank all of you for being here and thank you
again, Mr. Chairman. Let me first of all associate myself with the
remarks of Tom Harkin. I think the notion of doing a better job in
the area of preventive health is something we all would agree on.
There is less of an incentive, obviously, within the professions asso-
ciated with health care to move in that direction, but clearly we all
understand the benefits of encouraging a better lifestyle for people
and reducing the problems.

According to the Institute of Medicine, we lose 18,000 people
every year, they die in this country prematurely because they are
uninsured. Let me give you some idea of the cost to us. If you are
not impressed by the financial implications, clearly losing 18,000
people in the United States prematurely because they are unin-
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sured ought to startle everyone. I mean, to State this is a crisis is
like preaching to a choir here. I think everyone here agrees this is
growing in its magnitude. We have had a ten percent increase in
the uninsured in this country since the year 2000, now at 44 mil-
lion people.

I think it is important to understand who we are talking about
here. Senator Enzi specifically talked about some aspects of this.
Two-thirds of the uninsured are poor. They are poor. They are peo-
ple who are living below 200 percent of poverty.

Second, these are people who are working. The assumption here,
I think if you ask most Americans who are the uninsured, they
think they are a lot of unemployed people. Eighty percent of the
uninsured in this country hold jobs, in some families holding two
and three jobs to make ends meet.

Third, there are 8.5 million of this number who are children.
Twenty-one percent of the uninsured are kids in the United States
that we are dealing with here. So that is setting the table in terms
ofl') the magnitude of the crisis and who, really, we are talking
about.

So when I see some of the suggestions being made, and I say this
with all due respect, but the idea that the answers to these issues
are going to be tax credits or free savings accounts, if you under-
stand who are the uninsured and you begin to think about the sug-
gestli{)ns that are being offered, they hardly touch on the problem
at all.

The idea of having sort of a tax credit approach, you are talking
about people who don’t have the disposable income here. The aver-
age premium for an employer-sponsored health insurance for a
family was more than $9,000 a year. Now, does anyone realistically
think that a tax credit approach is going to make much of a dif-
ference if you understand what the population is?

The same thing is true with these health savings accounts, with
all due respect here. Again, who is likely to go into this area, who
are the uninsured? And if you begin to match up who is going to
move into a health savings account and who the uninsured are, it
doesn’t line up very well.

So the only two real suggestions we have had in this area, the
tax credit approach and these health savings accounts, just don’t
really address the two-thirds of the uninsured being poor, being
children, and being people who are working in places that just
don’t provide that kind of coverage.

Now, there are some ideas out there that are being bandied
about and we need to take some of these ideas and work on them,
and Dr. Wilensky addressed some of them here in the brief com-
ments I heard her address. Obviously, they include employer and
individual mandates, and this is always a painful area to get into,
but I think we are going to have to really look at this very carefully
because otherwise it is going to be very difficult to get this kind
of coverage, and with subsidies for low-income individuals.

Expansion of existing public programs, I think is obviously an al-
ternative or establishment of State purchasing pools. I was stunned
that in this recent so-called prescription drug Medicare reform bill
that we actually have a prohibition, a prohibition in that legislation
of having purchasing pools when it comes to prescription drugs.
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Not only is it a disincentive, we are prohibited from doing it—pro-
hibited from doing it.

And here, we are talking about one of the major costs in rising
health care is the cost of prescription drugs. A national bill on pre-
scription drugs and Medicare reform and we have just banned,
banned people from pooling together to try and reduce the cost of
prescription drugs. What is this administration thinking about? It
is incredible to me to move in that direction.

So the last couple of points I would just make here is, obviously,
there are some principles I think we ought to keep in mind as we
try to address this issue. First and perhaps most importantly is
any successful program should be comprehensive and affordable
coverage for low-income working Americans, since they are the
bulk of what we are talking about here. We should adopt an ap-
proach that prevents discrimination by providers based on preexist-
ing conditions and current health status. We should expand exist-
ing public health programs, such as Medicaid and the SCHIP pro-
gram for children.

And finally, we need to pursue a proposal to address the rising
cost of health care, including the use of inexpensive generic pre-
scription drugs, better chronic disease management, preventive
medicine, improving health quality and efficiencies.

I would like to just quickly address—is that the red light? I had
a couple of questions on the information technology area. I want to
ask you, Dr. Milstein, you talked about IT being a reason for rising
costs. I wanted to get at the question of whether or not it is also
reducing costs in some areas. I know Dr. Davis addressed that, but
I wonder if you might address whether or not it could also be a cost
reducer to move into IT more effectively.

Dr. MILSTEIN. Thanks. I was referring to high-technology medi-
cine as a cost increaser. I think information technology, on balance,
would substantially reduce health care costs.

Senator DopD. And Dr. Davis, do you——

Ms. Davis. We know that medical errors lead to longer hospital
stays, increase charges by about $10 billion, contribute to 33,000
deaths. So certainly information technology that would reduce er-
rors, whether it is medication errors, device errors, other types of
medical errors, could be very beneficial in terms of reduced deaths,
lower costs, improved efficiency. So yes, moving very rapidly to-
ward the modern age in information technology is something I
think all of us would agree with.

Senator DoDD. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. There has been an awful lot of good
information put on the table here today and we very much appre-
ciate the witnesses’ testimony.

On a couple of points, Dr. Davis, you said that, and I have heard
this figure quoted a number of times in a number of different ave-
nues, that ten percent of the population accounts for 70 percent of
the cost of health care. Does anybody on the panel have a calcula-
tion that ties that ten percent as to what stage of life they are in?
Is that in the final 3 months of life? Is it in the final 6 months of
life that the majority of that ten percent of the population is in?
Obviously, it is during an acute illness period because otherwise
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their health care wouldn’t be so expensive. But is there also a tie-
in into a stage of life that that ten percent is in?

Ms. Davis. There is some evidence from the Medicare program
that about six percent of beneficiaries die in a given year and ac-
count for 27 percent of costs. So that is a part of the story. But the
other part of the story are high-cost people who are costly year
after year. So it is not just end of life here. That is part of it, but
it is broader than that. It is why, again, targeting disease manage-
ment, high care cost management, better dealing with asthma—
some children are in emergency rooms year after year, so managing
asthma better, managing congestive heart failure better, being able
to use nurses or even pharmacists sometimes can be monitoring
people’s compliance with medication, are effective strategies for
really getting at who it is that is generating the high costs.

The CHAIRMAN. It would seem logical that if we wanted to ad-
dress the issue of savings in the delivery of health care, that we
would address this 70 percent of the cost, ten percent of the folks
that are generating it, which is the acute care issue, which brings
me back to Dr. Milstein’s point, which was that we could signifi-
cantly reduce costs by making available the information which
HHS presently has in its databank. Can you go into a little more
depth as to how that would occur? Is there a legislative require-
ment there? Why would that generate savings?

Dr. MILSTEIN. There are, in some of the examples that I cited,
large private sponsors and union-sponsored heath benefit plans. In
the rare instances in which they have enough data in a given geog-
raphy to precisely profile the longitudinal efficiency and quality of
doctors in different hospital departments, they have been able to
save a lot of money on their health insurance costs by beginning
to either incentivize physicians who perform well on quality and ef-
ficiency or incentivize their enrollees to begin using physicians and
hospitals that score better on longitudinal efficiency and quality.

But most insurance carriers and most private insurance plan
sponsors don’t have big enough claims databases to precisely pro-
file and compare the longitudinal efficiency and quality of different
doctors and different hospital departments in their community. The
only way that they would have access easily to a big enough data-
base to be able to do this would be to give them access to the pa-
tient privacy protected version of the CMS claims database. That
would allow every private sector health benefit plan sponsor to
have enough data to precisely identify which hospital departments
and which physicians were both more longitudinally cost effective
in terms of total cost, as well as delivering higher quality care, and
begin to either reward those providers with better payments and/
or incentivize their enrollees through reduced out-of-pocket costs to
preferentially use those providers.

The CHAIRMAN. We don’t have time right now, but if you could
give us that in a written presentation, but also the ethical implica-
tions of that when we get into this patient protection issue and how
we as a committee would be able to address something like that.

Dr. Conover, you said that you got projections of saving $300 bil-
lion-plus, it sounds like, if we addressed regulatory activity and im-
proved it. Do you have specific recommendations for doing that?
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Mr. CONOVER. Well, no. First of all, it is $128 billion is the excess
costs of regulation.

The CHAIRMAN. All right
R Mr. CONOVER. If you eliminated all regulation, you would save

335.

The CHAIRMAN. The net cost is $128, then.

Mr. CONOVER. Right. The areas that seem most promising to look
into would be malpractice reform, FDA regulation, and facilities
regulation, but our study wasn’t designed to figure out what would
you do in those areas because we covered 50 different areas of reg-
ulation. I don’t have the expertise to tell you, okay, in area X, this
is what you do and you could save so many dollars. All we can do
is sort of highlight the areas where it looks like costs seem to be
well in excess of benefits and those would be the targets to sort of
shoot at.

Senator DopD. Mr. Chairman, did you find any cost savings as
a result of regulation? Did you look at that, as well?

Mr. CONOVER. Yes. When we looked at the benefits of regulation,
that is what the $207 billion in benefits, some of it, it relates to
cost savings. So yes, we did take that into account.

Senator DoDD. You did.

The CHAIRMAN. Which brings me to Dr. Wilensky. You were talk-
ing about, in the issue of tort reform, about trying to get over the
hurdle of how we do tort reform, which has been a conundrum for
us as a Congress. You are suggesting some sort of merger of pa-
tient safety with recovery activity, I guess. Can you give us some
more definition of that concept?

Ms. WILENSKY. I do think capping awards is a component be-
cause I do think there is a reduction in the malpractice premiums,
but it is more than that. There are avoidable injuries that occur
and there needs to be compensation and there needs to be a tie
with improving patient safety, and that is really the way that it
may be possible to get the various parties together.

We have been talking today about costs associated with medical
errors and about deaths associated with medical errors and the dis-
tinction of moving away from the jury trial to expert decision mak-
ing in terms of——

The CHAIRMAN. You are talking about some sort of no-fault sys-
tem, much as we have with automobiles in some States?

Ms. WILENSKY. Right. That would be a component of it, but it is
mainly the tying together of improved patient safety with the
changes in tort to try to provide assurance both to the Congress as
well as to the public this is not just a question of protecting the
providers but of actually improving and rewarding patient safety.

There have been—there are some individuals around the country
who are doing some work. I would be glad to provide you with
names or with summaries of the work that they have been doing
if you would like to know more about this item.

The CHAIRMAN. What you really need to provide us with is 51
votes or 60 votes. [Laughter.]

Ms. WILENSKY. That may be somewhat beyond my capability.

The CHAIRMAN. Do people wish to ask a second round of ques-
tions? Is there anybody who has a second round?
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Senator DoDD. Just a couple. Could I follow up? You have obvi-
ously looked at California just on this medical malpractice issue,
and there, they did cap awards.

Ms. WILENSKY. Right.

Senator DoDD. They also did something else in California. They
capped insurance premiums. Which of those two do you think had
the larger impact?

Ms. WILENSKY. Well, the capping, I haven’t looked at what has
happened and I don’t actually know the results of the insurance
capping. One of the questions that you have to watch with regard
to putting arbitrary caps in place is what else it does, and I don’t
know what it has done to the insurance system. I know that Ken-
tucky, which had a number of active measures to change their in-
surance environment, has driven out most of the insurance in the
State. And so what you do needs to be looked at in terms of not
only the intended consequence, but the unintended consequences.

Senator DoDD. I will just give you an idea. Just in my State, I
hope I remember these numbers pretty well, but I think we have
about 9,000 or 10,000 physicians, 31 hospitals, about 12,000
nurses. We have a screening process, a board that judges whether
or not, if proven true, the facts would result in a malpractice con-
clusion.

As a result of that, I think we are down to around just a handful
of malpractice suits being brought each year, and I am not exagger-
ating, just a handful. There is no premium reduction at all. So
here, despite the fact we are screening, reducing the number of
suits that are going as a result of the screening process, we see no
return, no benefit yet that has occurred even though we brought
the numbers way, way down in my State.

The CHAIRMAN. We may want to have a hearing on that, because
obviously that is because Connecticut is pooled with some other
States which maybe aren’t so disciplined as Connecticut.

Senator DoODD. Maybe that, as well. I don’t know about that.

Let me ask one other question, just on these health savings ac-
counts. I wanted to ask you, Dr. Davis. I made the point earlier
that I thought this was going to be adverse to the poor because of
who would qualify for health savings accounts. I wonder if you
would address that. Am I right or wrong about that or do you have
any other comments to make?

Ms. Davis. No, I think you are right to be concerned about that.
First of all, only about eight percent of Americans now have $1,000
high deductible health insurance plans and those plans really
aren’t good for people because it keeps them from getting the pre-
ventive care that you talked about earlier. We certainly know the
uninsured don’t get preventive care. If you have got a $1,000 de-
ductible, people aren’t going to get preventive care.

So it is largely a tax break for higher-income people who can
both afford a %1,000 deductible out of pocket and can afford to put
away the $1,000, or even in the Medicare prescription drug bill as
much as $2,600 every year, both excluding it from income, letting
%‘t grow tax free, and then taking it out to pay medical expenses tax
Tee.

The other thing it does is split the risk pool. The experience with
employers that are starting to offer an option of a $1,000 deductible
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with a health reimbursement account is largely healthier people
who had low expenditures to start with are the ones who go into
it. So you pull the healthy people out of that and it drives up the
premiums for other people who don’t have those kinds of policies.

So I think it is very troubling and very much a move in the
wrong direction.

Senator DODD. And it doesn’t address the notion of who are the
uninsured. Do any of you want to disagree with what Dr. Davis
just said?

Ms. WILENSKY. My understanding of who is attracted to the med-
ical savings accounts, it is both the healthy and the very sick. It
is actually both extremes and not just the very healthy.

Senator DODD. On the tax credit ideas. Let me go back. You
argue——

The CHAIRMAN. Can I break in here? I also have some questions
and we are going to get a vote here, so let me ask a couple of ques-
tions and then we can come back to you.

Senator DoDD. Oh, I am sorry.

The CHAIRMAN. Dr. Holtz-Eakin, you mentioned in describing the
parameters or the demographics of the uninsured that there is a
large percentage of people who are young and who have income
and who are uninsured. What percentage is that of the—and then
you broke the uninsured up into 20 million who are uninsured all
year, 40 million who are at any point in the year uninsured, and
so there is a group that is moving in and out of the uninsured pool.

Of that 20 million who are uninsured throughout the year, what
percentage are under age 40 and have incomes higher than, say,
200 percent of poverty or something in that range?

Mr. Hovrtz-EAKIN. I don’t have the number off the top of my
head. We have the two pieces independently but not the place
where they intersect.

The CHAIRMAN. Well, is it

Mr. HoLTZ-EAKIN. We can certainly get that for you.

The CHAIRMAN. Is it a significant number that we are talking
about? Basically, what I am looking at is what percentage of the
people who are uninsured all year are people who basically are
healthy and are deciding they don’t want to buy insurance with
their discretionary money?

Mr. HoLTz-EAKIN. We have got about 80 percent who are 44 or
younger, so there is a large number there.

The CHAIRMAN. Eighty percent.

Mr. HoLT1Z-EAKIN. But those are

Senator DoDD. Eighty percent?

The CHAIRMAN. Are 44 or younger.

Mr. HovLTZ-EAKIN. Of those who are uninsured all year, ballpark
numbers doing the math quickly. And then for those who have, say,
400 percent or more of the poverty line, that is about five percent,
so it is going to be

The CHAIRMAN. So 200 percent or more would be about how
many?

Mr. HoLTZ-EAKIN. Four hundred percent——

The CHAIRMAN. How about 200 percent?

Mr. HovLtz-EAKIN. Two hundred percent, you would have about
25 percent.
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Ms. DAvis. Our surveys show that of the uninsured, only five
percent are uninsured because they don’t want coverage.

The CHAIRMAN. Well, it is not a question of wanting. It is a ques-
tion of whether they choose to do it. I think there is a percentage
of our population that if they have a vehicle available to them
which covers the catastrophic event of falling off their motorcycle
orlgetting injured during bungee jumping, they might take that
policy.

Mr. HoLTZ-EAKIN. It certainly can be a rational choice to be un-
insured.

The CHAIRMAN. You take that percentage out of the base. What?

Mr. HoLTZ-EAKIN. It certainly can be a rational choice to be un-
insured, there is no question about that.

Senator DoDD. Let me jump back to the issue. I wonder if any
of you would just debate with me if you disagree with me. In the
Medicare prescription drug bill, banning the pooling—why am I
wrong about that if you disagree with me?

Mr. HovLTZ-EAKIN. I am a bit curious. If you told me exactly
which provision you are referring to—there is some confusion, at
least in my mind.

The CHAIRMAN. The position you wrote a letter on a couple of
days ago.

Mr. HoLTz-EAKIN. It is the Secretary noninterference language?

The CHAIRMAN. Yes.

Mr. HoLTZ-EAKIN. The CBO’s view on that is that if you have
private at-risk prescription drug plans delivering this benefit, those
entities have both the

Senator DoDD. What about Medicare, under Medicare?

Mr. HoLTz-EAKIN. That is what I was talking about. This is the
Part D benefit. Those firms have the incentives because they are
at risk for their losses, and they have the tools, the ability to con-
trol things so that they would have tremendous ability to—an in-
centive to pursue deals with pharmaceutical companies and as a
result don’t get the best deal they can and it is not clear why the
Secretary’s intervention would produce a better deal. They have got
all the tools and incentives that we can bring to bear. So we
guessed it would be a negligible impact on the cost of the program.

Senator DoDD. There is no ban?

Mr. HoLTZ-EAKIN. The language prohibits the Secretary of HHS.
That is a ban. However, the fact is that we have the ability of the
private drug plans to pool large amounts

SeI})ator Dobpp. Why wouldn’t you at least try it? What is the
point?

Mr. HovL1z-EAKIN. Removing the language, the formal letter says
removing the language would have a negligible impact on the cost
of the program.

Senator DoDD. Dr. Davis, do you agree with that?

Ms. DAviS. Anytime you are a small buyer, you have less clout
than if you are a big buyer. So if Medicare were to negotiate on
behalf of all 40 million beneficiaries drug prices, they would get
lower drug prices. If they were to negotiate on behalf of all 280 mil-
lion Americans, they would get lower prices for all services. That
is the experience of other countries and that is why the U.S. costs
are a lot higher than they are in other countries. We pay higher




31

prices for drugs. We pay higher prices for medical services because
we do not use the purchasing power of the government to achieve
efficient care or good rates for services

The CHAIRMAN. We are about to step into a debate on rationing
and nationalization of health care here, which really wasn’t the
purpose of this panel. [Laughter.]

The CHAIRMAN. But we appreciate CBO’s letter, which did clarify
the point to some degree.

I want to thank the panel for their excellent testimony. This is
a huge issue and I very much appreciate especially the attendance
of so many Senators and the members of the panel for participat-
ing. Thank you.

The committee is adjourned.

[Additional material follows.]
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ADDITIONAL MATERIAL

PREPARED STATEMENT OF DOUGLAS HOLTZ-EAKIN

Mr. Chairman and Members of the Committee, I appreciate the opportunity to be
here today to discuss the characteristics of people without health insurance and the
factors that contribute to the growth of health care expenditures. While more than
240 million people in the U.S. have health insurance today through a variety of pri-
vate and public sources, millions of others do not have such coverage; and the per-
centage of Americans who are uninsured has risen in each of the last 2 years for
which information is available. At the same time, health care spending has contin-
ued to rise.

In my testimony today, I will discuss some important characteristics of the unin-
sured population that have received relatively little attention but that have impor-
tant implications for Federal policies to expand insurance coverage. I will also dis-
cuss factors contributing to increases in health care spending and will describe the
relationship between health care costs and insurance coverage.

Characteristics of the Uninsured Population

In recent years, it has been frequently stated that about 40 million Americans
lack health insurance coverage. That estimate, by itself, presents an incomplete and
potentially misleading picture of the uninsured population. The uninsured popu-
lation is constantly changing as people gain coverage and lose coverage. Further-
more, people vary greatly in the length of time that they remain uninsured. Some
peoplg are uninsured for long periods of time, but more are uninsured for shorter
periods.

Policies aimed at increasing insurance coverage will be more effective if designed
in light of the dynamic nature of the uninsured population as well as the distinction
between the short-term and long-term uninsured. For people with short spells of
being uninsured, policies might have the goal of filling the temporary gap in cov-
erage or of preventing such a gap from occurring. For people with longer periods
without insurance, policies might seek to provide or facilitate an ongoing source of
coverage.

There are several alternative measures of the number of people who lack insur-
ance coverage. One describes those people who do not have coverage for a sustained
period (say, 1 year)—the long-term uninsured. Alternatively, another identifies how
many individuals have experienced any episode of uninsurance during a particular
period. Finally, the most commonly used measure (a mixture of those two others)
counts the number of individuals without insurance on any particular day or week.
Those different approaches yield different numbers because of the continual move-
ment of people into and out of the uninsured population. The Congressional Budget
Office’s (CBO’s) recent analysis! found that in 1998:

e Between 21 million and 31 million people were uninsured all year;

.d At any point in time during the year, about 40 million people were uninsured;
an

. I\)Iearly 60 million people were uninsured at some point during the year (see Fig-
ure 1).

CBO conducted the analysis for 1998 because that was the most recent year for
which suitable data were available to construct all three measures. More recent
analyses by researchers at the Agency for Healthcare Research and Quality indicate
that those three measures of the uninsured remained fairly stable in the subsequent
period from 1998 to 2001.2

About 30 percent of Americans under age 65 who become uninsured in a given
year remain so for more than 12 months, while nearly half obtain coverage within
4 months (see Figure 2).3 Those estimates were obtained by CBO using data from
the Census Bureau’s Survey of Income and Program Participation for 1996 through
1999. They are very similar to the findings of previous studies that have examined
earlier time periods.

People with less education, those with low income, and Hispanics are more likely
than others to be uninsured (see Table 1). They are also somewhat more likely to
remain uninsured for long periods. For example, people in families in which no one

1 Congressional Budget Office, How Many People Lack Health Insurance and for How Long?
(May 2003).

2 Agency for Health Care Research and Quality, The Uninsured in America—1996-2002, Sta-
tistical Brief No. 24, available at www.ahrq.gov.

3 Congressional Budget Office, How Many People Lack Health Insurance Coverage and for How
Long?
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attended college account for 64 percent of uninsured spells of more than 12 months
but only 49 percent of uninsured spells that end within 4 months (see Table 2). That
difference probably reflects, at least in part, the fact that people who did not attend
college are less likely than others to have access to employment-based insurance.

Adults are somewhat more likely than children to remain uninsured for long peri-
ods. The availability of Medicaid coverage may explain some of that discrepancy:
coverage is available to many children in low-income families, but the majority of
low-income adults are not eligible for the program. In addition, evidence suggests
that single adults without children may be less inclined to seek insurance, on aver-
age, than other adults are, which may lead them to experience long spells without
insurance.

Figure 1.
Estimated Number of Nonelderly People Without
Health Insurance in 1998

B3
Survey of Income and Program Participation

70 [ Medical Eenditure Panel Survey

[T Wationai Health Interview Survey
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Lini or ninsured at a Uninsured at Any Time
the Entire Year Specific Point in Time During the Year

During the Year
Source:  Congressional Budget Office.

Note:  The Survey of Income and Program Participation is conducted by the Census Bureau. The Medical
Expenditure Panel Survey is conducted by the Agency for Ilealthcare Research and Quality. The
National Health Interview Survey is sponsored by the Centcrs for Discase Control and Prevention,
which reports only the point-in-time estimate.

The vast majority of the uninsured are in working families. Some 43 percent of
the people who were uninsured all year in 1998 were in families in which at least
one person worked full time all year, and 47 percent were in families in which at
least one person worked part time or for a portion of the year (see Table 1, column
3). Studies have found that over three-quarters of uninsured workers are not offered
insurance by their employer. Low-wage workers are less likely to be offered insur-
ance by their employer and less likely to accept it if it is offered.
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Figure 2.
Distribution of Uninsured Spells Among Nonelderly
Pcople in a Given Year, by Duration

More Than 24 Months
(1655)

13 to 24 Months
(13%)

Four Months or Less
{459%)

Five to 12 Months
(26%%)

Source: Congressiona! Budgel Office based on data from the 1996 panel of the Survey of neome and Pro-
gram Participation, which followed respondents over a period of 41 months (from March 1996
through July 1999),

Note:  Thess estimales ane based on uninsured spells that began between July 1996 and June 1997.

According to the Census Bureau’s Current Population Survey, the number and
percentage of Americans who are uninsured increased in 2001 and 2002, after fall-
ing the previous 2 years.* From 2000 to 2002, the number of nonelderly people who
were uninsured increased from 39.4 million to 43.3 million, or from 16.1 percent of
the nonelderly population to 17.3 percent.5 That rise in uninsurance rates was asso-
ciated with a drop in the percentage of nonelderly people covered by employment-
based insurance (from 67.1 percent to 64.2 percent), which was partially offset by
an increase in the percentage covered by Medicaid and the State Children’s Health
Insurance Program (from 10.4 percent to 11.9 percent). Those changes in coverage
rates, while significant, are smaller than those that occurred in the early 1990s,
when the share of the nonelderly population covered by employment-based insur-
ance fell by more than 5 percentage points.6

4Researchers disagree about how the CPS estimates of the uninsured should be interpreted.
Like many health care analysts, CBO believes that those estimates provide a close approxima-
tion of the number of people who are uninsured at a specific point in time. See Congressional
Budget Office, How Many People Lack Health Insurance and for How Long?

5Paul Fronstin, Sources of Health Insurance Coverage and Characteristics of the Uninsured:
Analysis of the March 2003 Current Population Survey, Issue Brief No. 264 (Washington, D.C.:
Employee Benefit Research Institute, December 2003).

6From 1989 to 1993, the share of the nonelderly population without health insurance rose by
1.5 percentage points, the share covered by employment-based insurance fell by 5.1 percentage
points, and the share covered by Medicaid rose by 4.0 percentage points. See Fronstin, Sources
of Health Insurance Coverage.



35

Table 1.

Nonelderly People Without Health Insurance in 1998,
by Selected Characteristics

(In percent)
Nonelderly People
Uninsured Distribution of the
at Any Time Uninsured Population
Characteristic During the Year Alf Year Uninsured All Year
Age
Less than 19 268 7.3 24.9
19-24 41.9 144 13.7
25-34 31.1 123 21.9
35-44 20.2 9.3 19.7
45-54 15.1 1.6 126
55-64 140 6.7 7.2
Race/Ethnicity
White, Non-Hispanic 18.4 6.3 48.4
Black, Non-Hispanic 33.4 10.7 153
Hispunic 47.4 22.5 30.8
Other 311 10.9 5.5
Family Income Relative to
the Poverty Level”
Less than 200 percent 479 19.5 74.9
200 percent to 399 percent 17.4 53 1%.8
400 percent or more 6.0 1.6 53
Education®?
Mo high school diploma 50.4 24.6 28.4
High school graduate 334 12,7 36.4
Some college coursework 221 7.3 6.6
Bachelor’s degree or higher 2.9 2.6 8.7
Family Employment Status*
At least one full-time
waorker all year 150 5.9 429
Part-time or part-year
work only 46.1 16.1 46.6
No work 328 13.1 10.6

(Continued)
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Table 1.

Continued
Nonelderly Americans
Uninsored Distribution of the
at Any Time Uninsured Population

Churactcristic During the Year All Year Uninsured All Year
Healih Status®

Excellent 2.7 8.9 28.8

Very good 251 9.3 32.8

Good 24.6 9.1 24.5

Fair 251 8.7 8.9

Poor 253 10.3 5.1
Memorandum:
Total Nonelderly Population 245 A 100.0

Source:  Congressional Budget Office based on an analysis of data from the 1996 panel of the Survey of

Inconme and Program Participalion.

a. Forfumily-leve| variables, familics are defined as health insurance eligibility units, which are composed
of individuals who could be covered as a family under most private health insurance plans,

b. Education measures the highest education level among the adults in the family.

¢ Information on health status was collected only for survey respondents who were at least 15 years of age,
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Table 2.

Comparison of the Characteristics of Nonelderly People
with Short Uninsured Spells and Long Uninsured Spells
(In percent)

Buration of Uninsured Spell

Four Months More Than

Characteristic or Less 12 Months
Total 100.0 100.0
Apge®

Children 47.3 375

Adults 52,7 62.5
Race/Ethmicity

White, Non-Hispanic 56.7 48.8

Black, Non-Hispanic 197 18.2

Hispanic 18.4 27.6

Other 5.2 5.4
Family Income Relative to
the Poverly Level"*

Less than 200 percent 61.6 77.0

200 percent to 399 percent 26.7 210

400 percent or more 11.7 7.0
Education*©

No high school diploma 17.8 26.6

High school graduate only 31.0 37.6

Seme college 35.5 26.8

Bachelor's degree or higher 15.6 2.0

Source:  Congressional Budget Office based on an analysis of data from the 1996 panel of the Survey of
Income and Program Participation.

Nete:  Estimates in this table are based on uninsured spells that began between July 1996 and June 1997.
People with uninsured spells lasting more than 24 months had very similar characteristics to those of
people with uninsured spells lasting more than 12 menths.

a. Age and education were meastired as of the first month of the uninsured spell. Education measures the
highest education level among the adults in the family.

b. Tamily income relative Lo the poverty level was computed as the mean over the four-menth period befure
the beginning of the uninsured spell.

¢. For family-level variables, famities are defined as health insurance eligibility units, which are composed
of individuals who could be covered as a family under most private health insurance plans.

Just how much of the recent increase in uninsurance rates results from rising
costs for premiums, rising unemployment, or other factors is unknown. Clearly,
though, losing a job may put a worker’s employment-based health insurance at risk.
In preliminary results from a recent analysis, CBO found that health insurance cov-
erage rates declined significantly among people who received unemployment insur-
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ance (UI) benefits for at least 4 consecutive months in 2001 or early 2002. Some
82 percent of such workers had health insurance coverage (from any source) before
they began receiving UI benefits, but only 58 percent had coverage by the final
month of those benefits. Federal legislation (the Consolidated Omnibus Budget Rec-
onciliation Act of 1985, known as COBRA) requires firms with 20 or more employees
to continue offering health coverage to workers who separate from their firm. How-
ever, firms may charge former employees up to 102 percent of the full (group) pre-
miums for that coverage. Therefore, unemployed workers may face a large increase
in their out-of-pocket premiums under COBRA. The reduction in coverage estimated
for recipients of unemployment insurance probably stems, in part, from many of
those people opting not to purchase coverage under that law.

Rising health insurance premiums resulting from the recent large increases in
health care spending overall offer a plausible explanation for at least some of the
reduction in coverage. To explore that issue, I will now discuss the magnitude and
causes of the spending increases and then turn to what is known about the relation-
ship between health care spending and insurance coverage.

Historical and Recent Trends in Health Care Spending

Health care is a large and growing sector of the economy. The U.S. spent $1.6
trillion on health care in 2002, an amount more than five times as great in real (in-
flation-adjusted) terms as that spent in 1970. Per capita spending increased from
about $1,300 in 1970 (in 2002 dollars) to about $5,450 in 2002, for an average rate
of real growth of 4.5 percent per year (see Table 3). The economy as a whole has
grown over that period as well, but not as quickly, with the result that health
spending as a percentage of gross domestic product (GDP) has more than doubled,
from 7.0 percent in 1970 to 14.9 percent in 2002. The mid-1990s saw a brief slow-
down in real spending growth per capita (the rate was 2.6 percent per year from
1992 to 1997), but higher rates of growth have since returned: from 1997 to 2002,
real per capita health care spending grew at an average annual rate of 4.6 percent—
which is similar to its approximate long-term rate of increase.

Recent growth in real spending on prescription drugs has been especially rapid—
at more than 14 percent per year on average from 1997 to 2002, making it the fast-
est growing category of health spending during the period. Despite the recent rapid
increase in spending for prescription drugs, they currently account for only about
10 percent of all national health expenditures. That relatively small (but growing)
share of expenditures should be kept in mind when evaluating whether drugs are
a major driver of increasing costs.

Table 3.
Increases in Health Care Spending
Between 1970 and 2002

1970 2042
Total Health Care Spending per Capita
{2002 dollars) 1,313 3.449
Total Health Care Spending as a
Percentapge of GDP 10 14.9

Source: Centers for Medicare and Medicaid Services, Cffice of the Actuary, National Health Statistics
Group.

Note: Figures were adjusted for inflation using the gross domestic product (GIDP) implicit price deflator.

Federal spending on health care, principally Medicare and Medicaid, is subject to
the same cost pressures facing the system as a whole. Total Federal health spending
as a percentage of GDP was 1.7 in 1970 and 4.8 in 2002. If the recent rate of growth
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in spending persists, Federal outlays on health care will continue to increase as a
proportion of GDP. Projections of future spending on Medicare and Medicaid depend
critically on the assumed rate of “excess cost growth.”7 Under an assumed rate of
excess cost growth of 2.5 percent (a rate that is slightly lower than the long-term
historical average), Federal spending on Medicare and Medicaid would climb to 21.3
percent of GDP in 2050 (see Figure 3).8 Under a more optimistic assumption of 1
percent excess cost growth, Federal Medicare and Medicaid spending would reach
11.5 percent of GDP in 2050. To put those estimates in perspective, the entire Fed-
eral budget currently consumes 20 percent of GDP.

Figure 3.
Total Federal Spending for Medicare and Medicaid
Under Different Assumptions About Excess Cost Growth
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Source: Congressional Budget Office.

Note:  Excess cost growth is the extent to which the growth of spending per enrollee in those proprams ex-
ceeds (he growth of per capita gross domestic product (after accounting for changes in the age and
sex compesition of the population).

Factors Behind the Continuing Growth in Health Care Spending

Most analysts agree that the perennial increases in health care spending that
have occurred over recent decades are associated with the diffusion of new medical
technologies, or as one analyst has described it, “the enhanced capabilities of medi-
cine.”? Recent advances, including pharmaceutical innovations, have made available
to patients and physicians a wealth of new medical therapies, many unheard of in
even the relatively recent past. The economic incentives for innovation and the de-
velopment, deployment, and utilization of new technologies in the U.S. health care
system has led generally to higher levels of spending. Some medical advances per-

7Excess cost growth is the amount by which per capita growth in spending on health care
exceeds per capita growth in GDP, after accounting for changes in the age and sex composition
of the population.

8 Congressional Budget Office, The Long-Term Budget Outlook (December 2003).

9 Joseph P. Newhouse, “An Iconoclastic View of Health Cost Containment,” Health Affairs, vol.
12, supplement (1993), pp. 152-171.
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mit the treatment of previously untreatable conditions, introducing new categories
of spending. Others, relative to older modes of treatment, improve medical outcomes
at added cost, expanding existing spending.

It is occasionally suggested that advances in technology can lead to reduced
spending, and that may be the case in some instances. Vaccinations, for example,
may sometimes offer the potential for savings, and certain types of preventive medi-
cal care may help some patients avoid costly acute care hospitalizations. But, over-
all, examples of new therapies for which long-term savings have been clearly dem-
onstrated are few. Improvements in medical care that decrease mortality by helping
patients avoid or survive acute health problems paradoxically increase overall
spending on health care, as those (surviving) patients live to utilize health services
through old age.

Even when a particular service becomes cheaper to provide over time, higher ag-
gregate spending can still result as practice patterns emerge and the service is used
with greater frequency. Comparing increased expenditures on computers and infor-
mation technology with those on health care is instructive. As technological innova-
tions permitted profitable computer processing at a fraction of the previous cost,
total spending on computers did not decrease—it skyrocketed, as more consumers
made more intensive use of what became available. Why do few people regard in-
creasing spending on information technology as a problem requiring a remedy? Let
me suggest that the reason is that the market for information technology works the
way a market is intended to function: businesses and consumers weigh alternatives
and face the full costs of what they use. In health care, two factors combine to
produce a different result: payments made by third parties typically buffer patients
from the full cost of the medical services they use, and the inherent complexity of
medical practice forces patients to rely on the judgment of providers who, depending
on the reimbursement system, may have an incentive to provide more care (under
a fee-for-service arrangement) or less care (under capitation).

Other factors have also contributed to increases in health spending. One obvious
example is the aging of the population. Among adults, medical spending generally
increases with age. As the number of elderly people rises with the aging of the very
large baby-boom generation, health spending will naturally grow. However, over the
past half century, aging has played a relatively minor role in the very large in-
creases in spending that have occurred.

Other contributing factors include the growth in personal income over time and
the spread of health plans over recent decades. Because medical care is a desired
service, people naturally purchase more of it as their income increases. And health
insurance, as economists are fond of pointing out, effectively drives down the cost
of care from the consumer’s perspective, resulting in a higher quantity demanded
than would otherwise be the case. But the best estimates of the effects of those two
gactors suggest that they, too, fail to explain much of the surge in spending in recent

ecades.

Claims are often heard about unwarranted expenditures. One example is so-called
defensive medicine, which refers to medical tests or procedures of little or no clinical
value that are ordered by physicians solely in the interest of avoiding lawsuits. An-
other example is what some people term physician-induced demand, which refers to
spending that is brought about at least in part by providers’ desire to augment their
own income. While the magnitude of spending associated with such practices has
been the subject of considerable debate, those factors do not appear to explain much
of the growth in spending.10

What I have presented here is a simple discussion of a complex issue, and I do
not intend for it to represent an exhaustive or definitive review of the subject. The
association between technological change and rising medical expenditures is the
manifestation of a complex system of economic incentives that need to be examined
in more detail. A greater understanding of the possible role of the third-party pay-
ment system in creating incentives for innovation and the diffusion of technologies,
for example, could inform public policy aimed at addressing the continuing increases
in spending. At the same time, policymakers could choose to spend more in light
of the quality enhancements resulting from the remarkable medical advances that
have been made in recent years. The point to emphasize (and about which there is
general consensus) is that the way new medical technologies have been adopted and

10 An important distinction must be drawn between the level of health spending and its rate
of growth. At any given moment, some amount of unneeded expenditure is likely, but regardless
of the magnitude of that amount, few analysts believe that such expenditures can account for
much of the large spending increases that have taken place. The elimination of unneeded ex-
penditures, while certainly desirable, would offer only temporary relief from increasing expendi-
tures, as the underlying source of spending growth can be expected to eventually reemerge.
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utilized has generally led to more health spending over time; that factor lies at the
heart of increasing expenditures for health care. In the absence of a change in over-
all incentives, those pressures can be expected to continue.

Rising Spending and Health Insurance Premiums

Health insurance premiums, like total spending, have undergone increased
growth in recent years following a brief slowdown. Estimates from one survey of pri-
vate firms show that growth in employer-based premiums has risen every year since
1996, exceeding 10 percent in real terms from 2002 to 2003.11 According to that sur-
vey, the average annual premium for an employer-based policy for an individual is
now about $3,400, and for a family, more than $9,000. Recent declines in employer-
based coverage may be related to increases in premiums, though the relationship
between premiums and the prevalence of coverage is not necessarily a simple one.
While it is natural to believe that the purchases of any good tend to decline when
its price goes up, the case of health insurance is complicated by the fact that a gen-
eral upward trend in the cost of medical services can make insurance more appeal-
ing, because in the absence of insurance, covering potentially costly medical needs
is more difficult. Furthermore, changes in premiums can present an incomplete pic-
ture if plan characteristics change simultaneously (and there is evidence that aver-
age deductibles have recently increased in certain types of plans).

Employee contributions for employer-based health insurance have remained a con-
stant proportion of total premium costs in recent years; because total premiums are
rising, however, the dollar value of employee contributions is rising as well. Perhaps
related to the growth in employee contributions is a reported decline in the rates
at which employees take up the offer of employer-based coverage. Three factors may
drive changes in the number of covered workers: the number of firms offering health
benefits, the proportion of workers eligible for health benefits among firms offering
coverage (part-time workers generally are not eligible), and the rate at which work-
ers accept coverage (if it is offered by their employer). Recent analysis shows that
as much as three-fifths of the recent decrease in employer-based coverage is attrib-
utable to workers’ declining to enroll.12

Conclusions

In sum, I have stressed that the commonly cited estimates of the number of peo-
ple who lack health insurance present an incomplete picture of the uninsured popu-
lation. That population is dynamic, and individuals vary greatly in the length of
time that they remain uninsured. The varying characteristics of the uninsured
should be kept in mind when developing policies to expand insurance coverage. 1
have also discussed the relationship between advancing medical technologies and in-
creasing health care expenditures and noted that the correlation between techno-
logical change and expenditure growth needs to be better understood. Both Federal
spending and private spending on health care are likely to continue to increase in
the immediate future and to constitute a greater share of GDP.

PREPARED STATEMENT OF ARNOLD MILSTEIN M.D.

I am Dr. Arnold Milstein, Medical Director of the Pacific Business Group on
Health and a physician consultant at Mercer Human Resource Consulting. I also
head performance measurement activity at the Leapfrog Group. My comments this
morning are my own and not intended to represent the views of these organizations.

The problem of healthcare uninsurance has multiple root causes. I will focus my
remarks on one of these causes, large inefficiencies in America’s healthcare delivery
systems. Eliminating these inefficiencies would be feasible over a 10-year period, off-
set projected health insurance cost increases by as much as 40 percentage points,
and make healthcare insurance more affordable for private sector purchase or public
program sponsorship.

I will briefly outline what current science and expert clinical opinion tell us about
the nature and magnitude of capturable healthcare delivery system inefficiency and
link its persistence to our failure to collect, publicly report, and reward excellence
in nationally standardized measures of efficiency for hospitals, physicians, and
major treatment options. Throughout my remarks, I will use the term efficiency to
refer to the total cost of all healthcare services used in treating an episode of acute
illness or a year of chronic illness and preventive needs at a specified level of qual-
ity. This is a critical distinction, because some physicians, hospitals or treatment op-

11Kaiser Family Foundation and Health Research Educational Trust, Employer Health Bene-
fits 2003 Annual Survey (September 2003).

12David M. Cutler, Employee Costs and the Decline in Health Insurance Coverage, Working
Paper No. 9036 (Cambridge, Mass.: National Bureau of Economic Research, July 2002).
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tions may carry a higher unit price, but incur for health benefits plans and consum-
ers a much lower total cost of all healthcare services over the duration of an illness.
I will refer to this form of efficiency as “longitudinal efficiency.”

An inferable estimate of current waste in American healthcare spending is in ex-
cess of 40 percent. This estimate is rooted in two sources. First, analysis of Medicare
data published by Drs. Elliott Fisher, David Wennberg, and other Dartmouth re-
searchers shows that hospitals and physicians in the 10 percent of U.S. communities
which spend the least per capita, (after adjusting for community differences in de-
mographics, morbidity, and input price levels) achieve this result by providing much
lower frequencies of specialist physician visits, tests and minor procedures, non-sur-
gical hospitalizations, and admissions to ICUs. More important, they show that
available indicators of quality of care, patient health status and patient satisfaction
with care, are the same or higher than in the other 90 percent of communities that
spend much more per capita. The researchers estimate that if hospitals and physi-
cians in other communities adopted similarly efficient patterns of service use, U.S.
per capita Medicare spending would be 30 percent lower (see Attachment A). Their
unpublished work and estimates from other nationally respected researchers and ac-
tuaries suggests that similar inefficiencies exist for other American health benefit
programs. They also show that even small degrees of improvement in physician effi-
ciency could transform this waste into lower per capita health insurance costs (see
Attachment B). This prediction has been confirmed by employer innovators such as
Pitney Bowes and Union Carbide that have either incentivized physicians to im-
prove their efficiency or incentivized their health insurance beneficiaries to utilize
physicians with more efficient practice patterns, as identified through health insur-
ance claims data analysis (see Attachment C).

The Dartmouth team estimates significant additional potential spending reduction
opportunities in all U.S. communities from (1) adoption of the patterns of service
use by the most efficient, high-quality providers within low-spending communities;
and (2) allowing patients to make better informed decisions about high-cost, discre-
tionary surgeries. These include surgeries such as elective coronary bypass graft
that are on average no less frequent in low spending communities. Note that all of
these analyses are predicated on preserving or improving quality of care.

A second large source of wasted spending is in the inefficiency with which we
produce all treatments, however valuable. The Institute of Medicine’s (IOM) Cross-
ing the Quality Chasm report on opportunities to improve the performance of U.S.
healthcare delivery systems details the types of inefficiencies that could be elimi-
nated if best operational practices were consistently assured in producing all current
treatments. These opportunities are embedded in six “care redesign imperatives,”
described in the IOM report. They include mainstreaming the use of interoperable
electronic clinical information systems and other applications of operations engineer-
ing in assuring the reliable selection of evidence based treatments and error-free
treatment administration.

The IOM report and many other scientific publications describe hospital and phy-
sician leaders who have begun to capture these operational efficiencies and achieve
accompanying reductions in medical errors (see Attachment D). These leaders have
persisted in the face of a market environment that does not distinguish or reward
providers who capture efficiencies for CMS and health insurers, and often penalizes
them. America’s foremost experts on operations engineering in healthcare, such as
Dr. Brent James of Intermountain Health Care, estimate such operational waste at
30 percent of current healthcare spending.

In essence, two largely separate 30 percent pools of waste are available for cap-
ture and redirection into funding wider American health insurance coverage. Since
transforming these inefficiencies into reduced rates of spending will require offset-
ting investments such as improved electronic clinical information systems, I have
estimated a net savings opportunity approaching 40 percent. Precise estimation is
not possible for interventions in complex, adaptive systems such as U.S. healthcare.

I realize that these hearings focus on the problem of uninsurance, rather than its
solutions. Suffice it to say that America’s innovators in healthcare efficiency capture
have generated savings far in excess of their costs and that a few strategic public
policy changes would enable the market to encourage many more to follow their ex-
ample. The most important of these changes are: (1) routinizing and publicly releas-
ing longitudinal efficiency and quality ratings of doctors, hospitals, and major treat-
ment options; and (2) encouraging CMS to share with private sector health benefits
plans its patient privacy-protected claims data base, so that all health plans would
be able to improve their precision in identifying the best performing providers and
treatments options; (3) encouraging CMS and other health plans to reward clinical
performance improvements either by more favorable payment for providers and
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treatment options offering superior quality and longitudinal efficiency, and/or by
lowering out-of-pocket costs for patients who preferentially use them.

Americans have standardized longitudinal efficiency measures for appliances and
for automobiles, but not for the industry that consumes a much greater share of
their income and benefits. Methods of quantifying longitudinal efficiency and quality
for hospitals, physicians, and major treatment options are already developed and
easily within the capability of American health services researchers to further re-
fine. The National Committee for Quality Assurance (NCQA) plans to release stand-
ardized efficiency measures for physicians and hospitals during this calendar year.

Absence of such measurements keeps American hospitals, doctors, and patients in
the dark with respect to comparative healthcare efficiency and unable to identify op-
portunities to make their health insurance much more affordable. When paired with
standardized, publicly reported quality measurements, longitudinal efficiency meas-
urements would comprise a new navigational system for patients, providers, and in-
surers to improve America’s health and substantially reduce future increases in
health insurance premiums. It would also send an important signal to new medical
technology developers that market receptivity to new products and services will be-
come more sensitive to their effect on the affordability of health insurance, in addi-
tion to their effect on health.

Thank you for the opportunity to share my thoughts on how large, invisible, and
substantially capturable inefficiencies in American healthcare delivery contribute to
the unaffordability of health insurance.
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ATTACHMENT A

‘ ARTICLE

The Implications of Regional Variations in Medicare Spending. Part 2:
Health Outcomes and Satisfaction with Care

Elliott 3. Fisher, MD, MPH; David E, Wennbarg, M D, MPH; Thérése A. Stukel, PhD; Daniel ). Guttliek, M5; F.L. Lucas, PhD;

and Hoile L. Pinder, MS

Background: The health implications of regional diffetences in
Medlears spending are unknown.

Otbjecrive: Te detemine whether regions with higher Medicare
spending achieve betler survival, functlonal status, or satisfaction
with care.

2sign: Cohort study,
Serring: National study of Medicare beneficiaries.

Patients: Patients hospitalized betwsen 1993 and 1995 for hip
fracture (n = 614 503), colorectal cancer (v = 195 429), or acute
myocaidial infarction (1 = 159 393) and a reprasentative sample
(n = 18190) drawn from the Medicare Current Beneficiary Survey
(MBS} (1992-1595).

Exposure Measurement: End-of-life spending reflects the
companent of regional varlation in Medicar= spending that is
unrelated to regicnal differences in illness, Each cohort members
exposure to different levels of spending was therefare defined by
the level of end-of-iife spending in his ar her hospital referral
region of residence {n = 306},

Qutcome Measuremenos: S-year mortality rate {all four ¢o-

herts), change in functional status (MCBS cohort), and satisfaction
{MCRS eohort).

Resules: Cohort members were similar In baseline health status,
but thase in regions with higher end-af-life spending received
60% more cate. Each 10% increase in regional end-of-life spend-
ing was assoclated with the following relative risks for death: hip
fracture cohert, 1.002 (95% €I, 0.99% to 1.006)% colorectal cancer
cohort, 1.012 (T, 1.004 te 1.019% acute myecardial infarction
cohort, 1.007 {Cl, 1.001 to 1.014): and MCBS cohort, 1.01 (C|,
0.59 to 1.03). There were no differences in the rate of decline in
functional status across spending levels and no consistent differ-
ences in satisfaction.

Canclusions: Medi llaes in higher-spending regions re-
ealve mote tare than those in lewer-spending regions but do not
have better health outcomes or satisfaction with care, Efforts to
redute spending should proceed with cautlon, but policies to
batter manage further spending growth are warranted,

Ann fntern Med, 20031 36:208-298,
For authnr affilations scc end of text
See related article o1 pp 273287 amdl editorial comments on pp
347-348, 248-349, and 350-351.

wan annals.org

he inexocable growth of health care spending in the

United States is widely belicved a be dlue ro the greater
ust of advanaed technlogy of clear-cuc benefic (1), Policy-
nukers argue {and the public asumes} thar any constraints
o0 grwih are likely to be harmful (1. 2;. Studies of re-
gonal variations in spending and medica. practice, how-
ever. call these assumprions into question. Farlier rescarch
has tudicated thar the nearly rwofold ditforences in Mudi-
care spending observed acrow LS, regions are not duc w
diffurunces in che prices paid for medical sesvices (3, 4) or
o differenecs in health or sodoeconomic siatus (3, 5, G,
Reaent rescarch, some of which iy presented in Pare 1 of
o study, indicaes that regional variations in average per
capiza Medicare spending are nor due w more frequent
prriormance of major surgery (7, 8) and rhac regions wich
higher per capita spending are no more ikely 1o provide
higher-qualiry care, whether defined in s of spediic
evidenve-based services of in teriis of greares access to basic
hea'th care (7, 8}, The additianal utilivatio in high-spend-
ing regions is largely devoted to discretionasy services that
have previously been demonstrated to be sssodiated with
thi iecal supply of physicians and hospite| susources (3, 6).
These Include che frequency and type of svaluation and
management services provided by phys
specialist vansuliadens, the frequency of ciagnostic wsts
and minor pracedures, and the Jikclihood of treating pa-

118, the use of

28813 Febrasr 2'.\0_5‘.-'\:“:415 of tercal Meicine|Veluras 58 = Numser

tients with chronic disease in the inpatient or Tnwnsive care
unit seeting,

VWhether the spedalisc-oriented, more inpatienc-based
practice observed In high-spending rogiuns offers impor-
tant health benefits. however, Is unknown. Although reccnt
studies have fornd no henefit in terms of mortalicy (3, 9,
10}, they had linii:ed abilicy to adjust for possible case-ix
differenicus, inadcquate individial-level clinical deeail, ol
limited outcomne measures, Cur srudy was designed o ad-
dress these concerns. In Parr 1, we reparted on the whe-
tionship herween regional differences in spending and e
content of are, (n
16 four cohorts of Medicare beneficiarics. In this areicle,
Part 2, we describe assodations berween increased spendiog
and morraficy, fu:cional statws, and satisfacrion with eac.

ity of care, and aceess to care provided

MeTHoDS
Design Overview
As deseribed in grearer detall In Parc t, we carried ou:
1 cohavt study in lour parallel populations using a “narural
randomization” .pproach (113, In this approach, one or
mare exposure vaniables allow assignment of paticnts inin
“treatment groups” (different levels of average spending).
as would a randizized trial. Because some of the regior
differeices in Medicare spending are duc to differsna:
iliness lovels (enrollees in Louisiana are sicker than those ir

W Innals. g
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Calorada) and price {Medicare pays more for the same
service in New York than in Iowa), we could not use Medi-
care spending itself as che cxposurc. We cherefore assigned
U.S, hospitl referral regions (HRRs), and thus the cohort
members residing within them, w different exposure levels
using 2 measure that reflects the wemponent of ragional
variation in Medicare spending due 10 physician practice
rather chan regional differences in illness or price—the
End-of-1.ife Expenditure Index (EOL-EI). Because re-
glonal differences in end-of-life spending are unrelated to
underlying illness levels, it is reasonable to consider resi-
dence in HRRs wich differing levels of end-of-life spending
as & random event. The index was calculated as spending
on hospital and physician services provided to a reference
whort distinet from the study cohores: Medicare enrolices
in thelr last 6 months of life. Tn the current paper, we also
present several analyses with an alternative exposure mea-
sure, the Acure Care Fxpenditure Index (AC-EI), to de-
crease concern about passible residual confounding,

We confirmed that the exposures used to assign the
HRRs achieved the goals of “narural randomization™ 1)
Study samples asipned to different levels of the exposure
(the EQL-EI) were sinsilac in baseline health status, and 2}
the actual quanrity of services delivered to the individuals
within the study samples nevertheless differed substantially
across exposure levels and was highly correlated with aver-
age per capita Medicare spending in che HRRs. We fol-
lowed the cohorts for up to 5 years after cheir initial hos-
pitalizations and compared the processes of care (Part 1)
and health curcomes (Parc 2) acress HRRs assigned to
different exposure levels.

Study Cohorts

The four study cohorts are described in detail in Pare
1. Briefly, we studied feo-for-service Mrudicare envollees,
ages 63 to 99 years, wha were eligible for Medicare Pares A
and B. The acute myocardial infarclion (MI} enhorr was
drawn from patients included in the Cooperative Cardio-
vascular Project, whe had index hospitalizations berween
February 1994 and November 1995, The hip fractuce and
enlorectal cancer cohorts were identified based on an inc-
dent hospitalizadion between 1993 and 1995. The general
population sample induded participams in the Medicare
Current Beneficiary Survey (MCRBS) who had initial Inrer-
views berween 1991 and 1996 (for the survival analysis} or
between 1992 and 1995 {for the other analyses) (see Ap-
pendix, section C, available at werwannals.org).

Each cohort member was placed in a spending group
according to the FQ-El (a5 defined in detail in Parc 1} in
their HRR of residence at the time of the index hospital-
ization (chronic disease cohorrs), or inidal interview
(MCBS cohort). Characreristics of the study cohorts were
ascertained from a variery of sources, as described in derail
in Part 1, including Medicare adminivaative files and
claims (all four eohorts), chart reviews {acure MI cohort),
n-person interview (MCBS cohort), U.S Census data (at-

L FLUEE

Centext o
Per capita Medicare spending varies considerably from re-
gion to region. The effect of greater Medicare spending
on mortality, functional status, and satisfaction is not
known.

Contribution

L)sing end-of-life care spending as an indicator of Medi-
care spending, the researchers categorized gecgraphic re-
gions into five quintiles of spending and examined costs
and outcomes of care for hip fracture, colorectal cancer,
and acute myocardial infarction. Residents of high-spend-
ing regions received 60% mare care but did not have
lower mortality rates, better functional status, or higher
satisfaction,

Implications

Medicare beneficiaries who live in higher Medicare spend-
ing regions do not necessarily have better health outcomes
or satisfaction with health care than those in lower-spend-
ing regions.

—The Editors

tributes of Z1P code of residence, such as income, for the
three chronic disease cohores), and American Hospital As-
sociation data (to characterize hospitals).

Assignment ta Exposure Levels

As we summarized here and described in detail in Part
1, we used two approaches ta determine cohort members’
exposure to diffrent levels of Medicare spending in their
HRR. of mesidence. Previous research has shown that the
dramatic differences in end-of lifs teeatment across UL,
regions are highly prediceive of diffcrences in total spend-
ing (8, 12} bur are not due to differences in case mix or
paticnt preferences (13). Our primacy muasure of exposute
was the EQOL-El, which was calculated as age-seocrace—
adjusted spending (measured with standardizeed national
prces) on hospial and physician services provided to
Medicare enrollees whe were in their last 6 months of life
in each of the 306 U.S. HRRs in mid-1994 w 1997, ex-
cluding any members of the study cohorts (Appendix, Sec-
tion E, available at www.annals.org.) We also cepeated the
major analyses with an alternative cxposure measure, the
AC-El, which was based on differences across HRRs in
risk-adjusted spending during an acute illness cpisode {Ap-
pendix, Section F, available at www.annals.org). Both mea-
sures were highly predictive of average age-sexrace-ad-
justed Mudicare spending at the HRR levd (r = 0,81 for
the BOL-ET and 0.79 for the ACG-FI in the acute MI co-
hoir) and. s was shown in Part 1, of the regiomal differ-
mees In urdlization expericneed by the sty cohorts, For
maryy analyses, we grouped HERs into quintiles of increas-
ing cxpasure o the expenditure indices,

18 Ecbuuary 2003
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Statistical Analyses

To assess the aggregare impact of any differences in
individual ateributes on average baseline risk for death
across regions of inceasing ECQL-El, we used logistic re-
gression o derermine each individual's prodicied 1-year
tisk for death as a funcdoa of his or her bascline charac-
teristics, The models had modest o excllent predictive
abilicy (c-statistes were 0.61 for the colorectal cancer co-
hort, 0.68 for the hip fracrure cohort, 0.77 for dhe acurte
M1 cohort, and .82 for the MCBS eohort). We: used these
models m decermine the average prediced risk for deach
acmss quingles of Medicare expenditure indices.

Mortaiity Analyses

The association berween the HRB-level cxpenditure
indux and survival was assessed by using Cox propartional
hazards regression models (14), with the cxpenditure index
measured both s 2 cacgorical variable (in which each
HRR was assigned o a quindle of Medicare spending
based en the EOL-FT} and a continuous variable {using che
value of the EOT-FI in the HRR of residence as the expo-
sure). The survival models included independent variables
o adjust for patient characteristics, hospiral characteristics,
and attributes of the HRR. Model fit was assessed by using
metheds for Cox medel residuals to cxamine overall model
fit, ta test proportional hazards assurmptions, and te iden-
ufy influcntial ohservations. The main survival models un-
derpredicted morcality in the first 6 months, possibly be-
cause of shore-tenm womplications chat could nor be
adequately predicted with the available daw; however, the
modcls provided excellent predicion of 1-year mortality
races for each cohort.

The models are presentod in Appendix Tables 6
throvgh 9 {available at www.annals.org), To cest whether
the overall findings were consistent across subgroups of
each cohort, we ran survival models stradfied on all major
vurialskes. Ta test wherher the findings were sensitive o our
cheice of the EQL-EL as our primary exposure, we repoated
the analyses using the AC-EL These sensitivity analyses are
described in detail in che Appendix, Section F (available at
www.annals,crg),

Patients in the same hospital are likely to be treated
similarly, s their outcomes may net be statistically inde-
pendent. We adjusted for within-hospital dustering by us-
ing overdispersed survival models, clustering by hospiral
(14). Model fit was asscssed by carefully examining the
dara 1o idendify FFRRs thar influenced estimates, predicred
values, and likelthood ratie tests. Two moderately influen-
tial HRRs, Marhattan, New York, and Miamni, Florida,
were identified, boch of which had relatively lower moreal-
ity rates and higher spending than predicted. Fxcluding
these regions would have resulted in hazard ratios greater
than those we report for quintle 5 (in the categorical
model) and overall (in the continuous models). Amalyses,
however, are presented with these two HRRs included. We

m|1a February znn,\'aﬂmunfrn‘nm 1.1<.J;=;..,|\.r.,|m..e 138 4 Moobeer 4

used the STCOX routine of Stata 6,0 (Stata Corp., College
Station, ‘T'exas} w pedform survivel analyses in the three
chronix disease cohorts. For the analyses of the MORS
cohort, we used SUDAAN (Research Triangle Institute,
Research Triangle Park, North Caralina) to account for
sampling, weights and the two-stage desdgn (15).

Change in Functiomal Stzlus

We used the Health Acuvities and Limiradons Index
{HALex) as the primary dependent variable in our longi-
tudinal analyses of chanpes in functional status (16, 17},
The HALex was developed by the Natonal Center for
Healch Statistics as a composite health status measure that
can be calculated by using the responscs to che National
Healch Interview Survey. For eur longinadinal analyses, we
assigned 1 HAE.cx score of 0 to respondents wha died. Loss
o follow-up in these analyses occurred when patients failed
o answer enough questions to allow a calculation of the
swre, did not participate in the survey. or eneered a nurs-
ing home. Loss to follew-up was as follows: quintile 1,
7.8%; quinule 2, 8.9%; quindle 3, 8.4%; quintile 4, 9.6%;
and quindle 5, 13.4%.

The effect of HRR spending on HALex score was
modelud by using generalized escimating equation methads
for the analysis of condnuous Jongirudinal data {18). The
dependent variable was the respondent’s annual HAT.ex
score for up w0 3 years. Fach moddl controlled for individ-
ual areribures (Appendix Table 10, available ac www,annals
.org) and included a variable for the time since the inital
survey (0, 1, 2, or 3 yeans). Two sets of models were run,
one including indicator variables for quintle of spending,
the other including spending as 2 continuous variable. The
principal hypothests, chac increased spending in the HRR
of residenae would be assodated with a slower decline in
health starus, was tested through the interaction between
the ECL-ET of the HRR and the length of time since che
initial survey. Different model specifications were rested,
beth including and excuding interaction rerms between
time and the other control variables. All analyses yielded
similar resules for the tests of the principal hypothesis. The
models arc presented in Appendix Table 10, available ac
wwwannals.org. We used the longitudinal sampling
weight from the final interview for each respondent and
then normalized across all cohorr members so that the sum
of the weights was equal co the total number in the cohort.
The numbers of study pardcipants repered incorporare
thesc weights and are rounded to the nearest inceger.

Satisfaction with Care

This analysis was restricred te respondents with ar least
one physician visit in the previous year, The MCBS iacer-
view includes 20 questions on satisfacrion with care. Fighe
iterns race the general satisfacdon with care received from
physicians or hospitals within the past year, while 12 ques-
tons are asked only of respondenss with 2 usua) physician

Trw.aanak.org
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Tuble 4. Crude and Predicted Mortality Rates in Study Cohorts

ding te Level of Medi

of Residence”

ding in Hospital Referral Region

Variable Quintile of EOL-A Task for Trendt
1 2 3 4 5
Lowesty (Highest}
%
Hip fracture cohort
bserved 30-day mortafly rate 78 72 63 69 (1]
Observad 1-year mortality rate 244 3.8 218 213 242 006
Predictzd T-yaar mortality rate 245 241 1 241 239 ¥
Colorectal cancey cohort
Observed 30-day martality e 45 46 48 a8 44 =005
Observed 1-year mortality rate 206 20.7 17 211 209 =005
Predicted 1-year mortaliy rate 2t 2048 12 202 03 =0.05
Aeurte Ml cohort
Observed 30-day mortalty rate 145 184 9.2 18.2 185 =0.05
Obsatved 1-year mortality rate 302 N3 326 ELES ]33 1
Predicted 1-year mortality mte 312 3.5 na 3z.0 332 1
MCEBS cohort
Ohserved 30-day mortality rate 0.2 0.4 04 03 02 =0.05
Ohserved 1-year mortality rate 4.6 4.8 5.0 54 53 =05
Predicted 1-year martality rate 4.9 5.1 53 50 51 >0.05
* Crude murialiiy mis were based co 30-day and 1-pear Sollow-up foe all cohoct members with oo cemoring (ollow-up for mortality was anmplers ac 1 year for all),

Predicied momality rates wers based on logintic regresinn aqvarions diar inchuded individual- and ZIF code—dercl vadiabks ouly. EOL-El = End-of.Life Bxperditnes Indos

MUORS = Mediears Current Beoeficiary Survey; M = myocardial infanciian,
t Arcows show the diecrion

of any sudstivally sgnificnt ssociation (P = 0.05) herween the momality rave and segfonal BOL-EE differences. An axow polnting, spwand

indicater that a8 spending increases across ceglons, the mortality eate incoeasrs. A P valuc grewer than 03 was eonsidered not significant,

{93% of the study sample) and focus on that physician's
quality. Following the approach of others (19), we created
wo sumimary soores of general satisfacion wich care {glob-
al quality and accessibility) and three summary scores fo-
cused on satisfaction with a usial physician (technical
skills, intcrpersonal manner, and information-giving). To
cese For significant associations between the eependiture in-
dex and each summary scale, we vsed linear regression with
each of the five summary scores as the dependent variable
and the exposure measured as the HRIX-level EOL-EL The
models controlled for age, sex, race, health starus, and ma-
jor U.S. region of residence (n = 9). We also compared
satisfaction scores on these scales across quintiles of spend-
ing. The analysis of satisfaction was based an respondents’
first interview,

ResuLTs
Patient Characteristics

Tables 1 through 4 in Part 1 present scleered charac-
teristicy of each study cohort grovped into quintles accord-
ing w EQL-EI level in their HRRx of residence. Becanse
the sample sises are large, many small differences for the
chranic disease cohnres were satistically significant. Nora-
ble differences were found in racal composition {morne
black persons in higher-expenditure HIRRs) and income
{(higher-expenditure HRRs had more beneficiarics in the
hiphest and lowest income categories). Smailer differcnces
across quintiles were apparent in age, sex, wmorbid con-
ditions, and cancer stage. For the acute ME cohort, patients
in the highest quinciles had a higher prevalence of non—()-

L FLEET ]

wave infarctions and congestive hearr failure but a lower
prevalence of creatine kinase levels greatcr than 1000 TU/L.
For the MCBS cohorr, residents of HRRs in the quintiles
wich higher EQL-Fls were more likely to report being in
fair or poor health but were less likely to live in a facility.

Crude 30-day and 1-year mortality rates and average
predicred 1-year morcaliry races for cach cohort are shown
in Table 1. For the hip fracture cobort, average predicted
mortality rates at 1 year were slightly but significantly
lower in HRRs with a higher ECH-EL In the acute MIL
cohort, however, average prediceed mortality rates at 1 year
wete higher in HIERs with a higher cxpenditure index, Ne
significant differences were found in predicted mortality
across HRRs with differing expenditure indices for the
colorectal cancer or MCBS cohorts. These findlings reveal
no wonsistent trend toward greater illness burden in HRRs
with a higher expenditure fndex. Obwrved mormafity
tended to be lower than predicted in the lowest quincile
andl equal o or higher than prediceed in che highest quin-

tile.

Mortality

Figure 1 presents the relative risk for death over 5
years for residents of HRIs in EQL-EI quinciles 2, 3, 4.
and § [the higher quintiles) compared with residents of
HREs in the lowest quintile, In each cohory, an incecase in
EOL-FI was associated with a small increase in the risk for
death. We repeated these analyses using the HRR-spedi fic
EOL-El a5 & continuous varizble both overall and in spe-
cfic subgroups (Figares 2 threugh 4). A rclative risk

19 Februsy 2004 s of o blediio Vel 138« Nuvabes 4| 291
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Fignre I. Adjusted relative risk for death during fellow-up
acrass quintltes of Medicare spending.
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Clrdlex represent adjusted relative risk for dearth amang, raidents of bos-
pital referral regions in the specified quinte of the End-of-I.ife Expen-
diture Index (ECT-FT) vompared to the risk for death ameng residents of
huspieal refereal cegions in quintile 1 of the FOL-EL; biss represent 95%
Cls. MCHS = Medicare Currear Bereficiary Svrvey; MI = myocardial
infarcrion; Q1 = yintile 1; Q2 = quimik2; Q3 = quindle 3, (4 —
quindle 4; 5 = quintls 5.

greater than 1 indicated that residence in an HRR with a
higher EQL-EI (higher expenditures) was associated with
increased moreality, Fer every 10% increase in the EQL-
Fl, the relative risk for death over 5 years was as follows:
hip fracture cohort, 1.003 (C1, 0.999 to 1.006); colorectal
cancer whort, 1.012 {CI, 1,004 o 1.019); acute MI co-
hort, 1.067 {1, 1001 ro 1.014); and MCBS cohort, 1,01
(CL, 0.99 o 1.93). In nome of the subgroups examined was
2 higher expenditure index assaciated with a statistically
significantly lower mortality rate.

We repeated the morrality analyses using the alternatg
approavhi assigning HRRs to different exposure levels
based en the AC-EL Residents of higher-spending HRRs,
accerding to the AC-EI, had relatively similar baseline
health status {Appendix Table 17, available at www.annals
.org) and yet roceived substantially more care (Appendix
Table 18, awailablr at www.annals.org). The results of the
mortality analyses are summarized in Table 2. For the hip
fracture cohorr, higher AC-Els were assaciated with 2 small
duerease in moraaliy races. For all of the other cohorrs,

232! L Lebruary ZOO%lAumkn\ Trmamal Adedicine | Volume 1384 Number 4

martality rares didl not differ or increased slightly n regions
with 2 higher AC-EE

Change in Functional Status

The average decline in functional statws, as measured
by using the HALex score, was about 2 points per year {on
& 10d)-point scale) but did not differ across HRRs grouped
acoerding to quindles of the EQL-EI (Table 3}. In none of
the models cxamined was en increased expendirure index
assoctated with a statistically significant difference in the
average rate of decline in health starus (Appendix Table
10, available a1 www,annals.czg),

Satisfaction with Care

Figure 5 presents average change in adjusted satisfac-
don scores across quintiles (compared with quindle 1) for
the five summary scales. Each scale ranges from 0w 100,
with higher scores implying greater satisfacdon, W found
substantial variation in satisfaction with carc across the
nine major ULS, regions (for example, Norcheast and Mid-
Atlantic), with satisfaction on cach scale averaging over five
points higher in the Northeast than in the South, contral-
ling for other factors {dara not shown). The differences in
satisfaction across EOL-EI quintiles, however, were smalier
than thest reglonal differences and did not reveal a consis-
tent pactern of greater satisfaction in HRRs with a higher
expenditure index. The overall test for trend across HRRs
indicared less global sarisfaction with care and more saris-
faction with interpersonal aspects of care in higher-spend-
ing HRRs, No differences were found across HRRs of dif-
fering expenditure indices for the other three measures of
satisfaction with care.

Discussion

We conducted a cohort study in four distinet samples
of Medicare enzollees, comparing the outcomes of care
across 306 1.5, HRRs thar differed dramatically in levels
of Medicare spending and utilization. The primary expo-
sure variable in this study, the FOT-Fl, way intended to
measure the component of reglonal variztion in Medicare
spending that is unrelated o regional differences in illness
or price. The goal was to ensurc assignmenc of HRRs (and
the paticnts within them) to “rreatment groups” that were
similar in baseline health status but differed in subsequent
wearment. The validicy of the appreach was confirmed by
our finding that illness levels i each of the four stdy
cohorts differed lictle across quintiles hut that health care
utilization rates and spending {for our four study cohores)
increased steadily and substantially acros quintiles. Re-
gardless of the measure used te characeerize spending, res-
idents of the highest-spending quintile received abour 60%
more care than thase of the lowest-spending quintile.

As shown in detail in Part 1, these differences in
spending were explained almost endrely by greawr fre-
quency of physicin visits, more frequenc use of specialist
consulrations, more frequent tests and minor procedures,
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Figure 2 Ad|usted relative rlsk for death assoclated with a 10% Increase in Medicare spending overall and ameng specified

subgroups of the hip fracture cohort,

Overall refathe sk

Ags B0y
Age 20y

Women
Men

Black
Honblack

Incoms <$1700
Income §1700-52100
Incort 52101-52600
Income >$2600

Ly (<15 %) rick for death
Intermediats (15% fo <30'%) risk for death
High {=30%) risk for death

HMO enroliment <5%
HMO enroliment 25%

Raglon2, 3. 4°
Otthw reglon

Lewrest-vohume hosprital
Low=volurme horpital
Medlum=voh e bosplial
High-velume hospital

Nenteaching
Minot teaching hosp/tal
Major teaching hespita

Nonrural residant
Aural residant

Did not move®
Mevad from area of lower spending
Moved fram aren of highar spanding

H+ i iﬂ‘ T w i

T
108 1 104 106
Reletive Risk

Income figures refér w the awrage monthly Social Security incame of the patients’ ZIP codes. Circles coprescat the adjusted schwive disk for death
associated with a 10% ingrease in the End-al-Lifc Expenditure Index acras U.S. hospical referval regions; bars represent 95% Cls for the eelarive rik.
*Mid-Arlantic, South Atkmtiv, and Great Lakes regions. TLNd no change hospital reforcal region of resideoes in th 1 to 2 years befure il admission,

HMO = helth mainknuns: organizacion.

an<| greater use of the hospital and inwensive care unit jn
high-spending reglons. In this paper, Part 2, we found no
evidence ter suggest that the patcern of practice observed in
higher-spending regions led to improved survival, slower
deeling in funcrional status, or improved satisfacdon with
Lare,

To Part 1, we discussed the major limitations rlated o
the analyses of vtilization. Here we focus primarily on the
limitations related to vur analysis of health ourcames, First,
because of the observational narure of our study, che small

WMy

increase in mortality rate observed in regions with higher
spending lovels as assigned by end-of-life spending must be
interpreted with caution. Ir is possible chat the higher mor-
tality rawes obscrved in high-spending regions could be
causen} by the parcerns of practice in regions where patients
near the end of life arc treated more intensively because of
either refative averuse of such services as diagnastic tesrs
and hospirak-based care (for example, complications of
treatment) or lower-quality care (for example, failure 1o
provide such evidence-based services as immunizations).

18 Edaruary :oc;i.xm.unﬁm...‘l an_:..‘ivuzu.;-; 138+ Muuder iim
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Frgure 3. Adjusted relative risk for death assoclated with a 10% increase in Medicare spending overall and among specified

subgroups of the colorectal cancer eohort.
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Incarne 52600 *
Low {215%) risk for death —_—
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High (=30%) risk for death —
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HMO snrciiment =4 % b e
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Other mglan —
Lowest-volume hospital | S —
Low-volume hospiai —_—
Mediuns-voiume hespita) I
High-volume bospita) —_——r
Nonisaching hospital —_—
Minor teaching hospttal B ——
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Rural resicdant —
Did net movet —_—
Moved from ares of lewar spending
Moved from area of higher spanding
T T T T T
053 100 102 1.4 106
Redathva Risk

Tacame figenss refer to the average monthly Sociul Sesurity incomes of the patients’ ZLP code. Cirdes reprasnt the adjusuad refative risk for dearh
associued with 2 10% increase in the End-ob-Life Txpenditure Index acrass U.S. hospical referral vegions hacs cepresnt 95% Cls for the relarive risk.
*Mid-Aduntic, Souch Atlantic, and Great Lakes segions. TDid not change bospial referral region of residence in the 1 1o 2 s bforc index admissisn.

HMO = bedld, muintenunce organizagcn,

On the other hand, it is possible that che increased
mortality rate could be explained by unmeasured differ-
ences in case mix across Tegions of differing spending lev-
cls. We oied to acaunt for this condngency in our study
design (by use of the natural randomisation approach) by
conerolling for numerous patient and regional artribuces in
ouwr models. The stratified analyses (Figure 2) also sugpest
that unmeasured confounding is unlikely. Any potenal
eonfounder would have to operate similarly across all of

and
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these strata. Some might angue, for example, that even
amang similarly ill patients, those who are aware of in-
creased risk mighe move closcr to teaching hospitals or o
higher-spending regions {that is, that differences in pac
terns of migration, with sicker retiress moving o areas
whure capacity 1s greavest, explain ow findings). That our
findings are consistent across patients in teaching and non-
teaching hospitals and among patients who had recently
moved and those who had not argucs against such con-

LR
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Fignre 4. Adjustad relative risk for death associated with a 10% increase in Medicae spending everzll and amang specified

subgroups of the acute myacardial infarction (MI) eohott.
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Relative Rigkc

Income figures refir to the average monthly Social Security income of the parienss’ ZIP codes. Uircles represent the adjustod clative sisk for deach
sssociared with 2 16% incecase in the End-of-Life Expenditore Index actoss U5, bespieal cefocral regions bars represeat 95% Cls for the rdative risk,
*Mid-Askuncic, Sauch Arlaic, and Grear Lakes regions. TDid not change bospival eferral repion of raddence in vhe 1 60 2 years befors index admission.

MO = belth maineenance organization,

founding. Nevertheless, the fundamental limitation of ol
seevational studies must be acknowledged: We cannot de-
wrmine whether the small increase in morrality rate is due
w the treatment diffcrences (regional differcnces in prac-
tice) or to unmeasured differences in the vomparison
Lroups.

Our analyses using the AC-El provide additional evi-
dence thae the regional differences in Medicare spending
observed across the United Stares are unlikely to provide
important henelits in cerms of improved survival. These

mmarnmsog

findings suggest that even when HRRs are stradfied ac-
cording to differences in how patients are treared during an
episode of acure illness, regions that rake the mome inten-
sive approach co acute care do not achieve better survival,
For unmeasured confounding e have led o our findings,
the vnmeasureel confounder would have o be womelaced
both with cnd-of-life spending and with regional differ-
enecs in risk-adjusied acute care spending and would have
to predice increased risk for death in all four cohores, While
this possibility must be acknowledged, it appears unlikey.

18 Selewny :unszmJ, of Inceraat Medicine
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Table 2. Adjusted Relative Risk for Death across Quintiles of Medicare Spending and Relative Risk Assaciated with a 10% Increase
in Medlcare Spending, as Estimaled by Using the Acute Care Expenditure Index {Sensitivity Analysis)*

Continueus Madels

0.9%0 (0.983-0.995)
1.000 DI85-1.01¢)
1.009 (0.9%6-1.023)
09% (094=1.05)

Cohart Relative Risk (95% )
Guintlle of AC-H
1 2 3 4 5
(Lowsst) (Highasty

Hip fracture 1004sferent 1003 (05291016 0I9B(0SR41.013) 0993 (0975-1.008)  0.996 (0.975-1.014)
Colorectal cancer 1.00 treferant) 1.024{0,394-1.055) 1028 (0595-1.062)  1.022 (0.987-1.057}  0.995 (0.959-1.032)
Acute M 1004eferent) 1025 (DI99-1.053) 1029 (1.000-1068) 1007 (D9S7-1.058)  1.037 (1.004-1.071)
MCBS 100 (referenty 119 (1.041.26) 116 ¢0.98-1.37) 106 (0.92-1.13) 1.0810.95-1.23

* Duts were ahiained from Gox tegression models testing the association herwen ridence In highee-spending hospisal refenal regions (defined on he basis of the AC-El)
and mortabity for up o 5 years. L'or the quinile modely, boveltal referral regions were grauped ino quintiles of Increastag ACE levela. Tar the oomiruns modeh, data

L the relative risk for death associated with a 10% Encrease in the level of the AC-ET [n the haspiml refecral
Secrion F, available ar wowsw anmals.onz, AC-EL — Acure Care Expradituce Inde; MCBS = Medicare Comrerr Ren

The consistency of our findings acoss different measures
of the expasure and different study cohorts argues that the
increased Mexlicare spending in high-cost eegions provides
oo important benefies in rerms of survival.

A second limitation of this study is that we were able
ta examine functional sutcomes and satisfaction with care
only in the general population sample and not in our three
high-risk, chrenic discase cohorts. Although the guality of
care provided o the chrec chronic disease chorts appeared
no better in highcr-spending regions, it remains possible
that the Tncreased use of specialists, diagnostic tests, and
hospital-based care led to berrer functional outcomes, qual-
ity of life, or satisfaction with care. Further research is
warranted o address this possibility.

It s also possible, however, thar the increased intensity
of treatment provided to severcly ill patients could lead
prworer quality of life and less satisfaction. ke most strik-
ing differences in pracrice in higher-spending regions are
found in the care of patients near the end of life, regardless
of whether the defimition of 2 “high-spending” region is
based on one of the indices used here ar on average per
capita Medicare spending (8). Cur findings suggest thar
the more aggressive patterns of practice obscrved in high-
spencling regjons offer no benefit in terms of their major
aim, which is improving survival. In additian, we know of
no evidence to suggese chat the neardly threefold greater use
of invasive life support (intensive care wnit ucilizaton,
emergency incubation, and feeding tubes) seen in high-

sxcy of cesidence, For additional detals, oo Appendia,
ocy Survers MI = myocurdial infucction.

spending regiony results in improved quality of life or sat-
isfaction with care.

Finally, because our primary exposure variahle is eco-
Jegical, in the sensc that residence in a region wich higher
Medicare spending is a characeeristic of patients” environ-
ment, Seme may be L‘Oncerned fhﬂ( our il'lfel'c“cﬂ: Are Sus-
peet because of the “ccological fallacy” (39, 40). The eco-
logical fallacy ocours when one tries to answer a purely
individual-level question (for example, [s high saturared far
intake associared with a person’s risk for heart disease?)
with data derived from groups of peaple {for example, the
average visk for heare disease in a group). The fallacy lics in
assuming thae an association observed at one level of ag-
gregation (for example, countries) automatically implies
the association ar a diffcrent level (for example, individual
patients). Te is most likely o occur when both ourcomcs
and prediciors of that ourcome (including measures of cx-
posure and measures used to adjuse for group differences)
are aseertained only for the groups and nat for individuals.
Our research interest was w derermine whether a system-
level variable—increased Medicare spending in a given re-
gion—leads to better care or better outcomes for the aver-
age individual Mcdicare enrollee residing in thar region.
We chosc an ecological (system-level) exposure measure
because ic is the appropriace exposure measure for this spe-
<ific research gquestion. In addition, hecause we were inter-
ested in the cffears of regional spending on the care of
individual patients, our unit of analysis was the patient,

Tuable 3. Average Change per Year in Functional Status on Health Activities and Limitation Index among Participants in the Medicare
Current Beneficiary Survey aceording to Medicare Spending in the Hospital Referral Region of Residence

Varable

Change In functional
stabus 95% CN

Clulntibe of EOL-E|
1 2 3 4 5
{Lowesty {Highesty
-1.96(-2.36t0 ~155) 2180 265t -171)  -2IR(-284t 171 -194(-240k ~147) -196(-242by -1.50)

© Beares on the Nl Activities and Limitarions Index at follow-up ranged from O {derch) to 100 [oxallent, seli-asseseed heelch and pa limicuions). Results conzrolled far
differences in age, sex, vace, chronic conditions, residence in 2 faclity, esidence in a metropolivan cogion, whether respondenc was bedeiduden, smoking surus, incorme,
educinion, mariial stars, 284 supplemental insnmnee coversge. EOLEL = lind.of Lite Expendicure l:fm
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Figure 5. Satisfaction with care.
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to Quintlle 1, peroermage points
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.
]
]
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Cuality of Medical Care Qunlity of Urual Physiclan

An arrow poinding wpward indicares a positive asswciation berween increased spending snd satistiction. Bars represents 95% Cls. Q1 = quindle 1; Q5 =

quiate 5,

We measured vuteomes and variables used o adjust for
group differences ar the panenr level end eould thercfore
conerol effcodvely for individual characteristics in the anal-
ysis. The ecological fallacy therefore applics ncither to nur
design nor o our analysis. We can legitimately conclude
that the average Medicare patien: in higher-spending re-
gions (andd the average padent in each subgroup examined)
receives much more care than these in lower-spending re-
gions and thac this additianal care is not assaciared with
better access to care, higher-quality care, or better health
autrnes,

Previous rescerch on regonal varations in utilization
and outcomes has been largely ecological in design, exam-
ining cross-sectiomal correlations ar the area level betweoen
spending and utilization (3} or hetween spending or wurili-
eation and morality (%, 12, 22}, ‘T'hese earlier studies have
been criticized for weak designs, inadequace individual-
level measures to conmol for potental differences in case
mix, insufficient dinical detail un the process of care o
allow infercnces on potential causal pachways o be drawn,
and Limited putcome measures, Qur study addressed each
of these concerns. We adopted a longitudinal design and
obtained extensive hascline data on paticnt’ health and
socioeconomic status that allowed us w control for poten-
tial differences in need for care. We were also able m char-
acterize in detail patients’ access o care, use of services, and
quality of care. Finally, we showed that these regional dif-
ferences in urilizadon end outcomes were consistently seen
in each subgroup of the samples. Black or white, poor or
rich, high-risk or low-risk, patients in higher-spending re-
gions received much more care (Appendix Tables 12

Ll F IR

through 14, available ar www.annals.org) hur did nor have
better outcomes.

Our study provides limited guidance on the potendal
impact of reducing regional disparities in spending or the
implementation of policies to constrain the use of chese
supply-sensitive services. From a dlinical perspective, it is
important to recognize that vur study does not address the
question of how the amount of care for an individual pa-
tient in a specific casc woukd affecr that patient’s clinical
outcome. What may appear to be rclatively low-risk incer-
ventions (such as hospitalizacion or ordering a disgnostic
test) may cause harm in some settings, just as failure o
provide chese or other services (such as bypass surgery in
high-risk padents) may cause harm in other settings. From
2 policy perspective, our study does not tell us definitively
that it is possible to reduce Medicare spending within 2
particular region withoue affecting patient care or out-
«wrmes, Previous research has shown that vulnerable popu-
lations may be harmed by reduced access o care (23, 24)
or as 4 consequence of public hospital closures {25). Tr is
not always clear, for example, whether services such as spe-
cialist consultations aze wasteful or beneficial. The poten-
tial adverse impact of reductions in the use of henefical
serviees and disruptions in current practice patterns under-
soores the importance of further rescarch on these issues
and of the implementation and evaluation of demonsera-
tien projects intended co improve quality of care and pro-
mote conservative approaches 0 managing patients with
chronic disease (8).

Diebates over the need for further growth in medical

spending and expansion of the medical workforce are
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largely based on the assumption that additonal services
will provide imporcant health benefits o the populadon
served. Qur study suggests chat this assumption is unwar-
canted. Cur stady also underscores the need for research ro
determine how ra safcly redace spending levels. I the
United Starcs as a whole would safely achieve spending
levels comparable 1o those of the lowese-spending regions,
annual savings of up o 30% of Medicare expenditures
could be achicved (3), Such savings could provide the re-
sources 1o fund important new benefits, such as preserip-
tion drugs or expanded Medicare coverage to younger age
groups, or to extend the life of the Medicare Trust Fund to
better caver the Ixalth care needs of future retirees,
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More Efficient Physicians: A Path to Significant Savings in Health Carse
July 2003

The Cansumer-Purchaser Disclosure Project is a unigue partnership of many of the nation’s leading consumer,
labor, and purchaser organizations. The Disclosure Project believes that the primary drivers of improvements to
the health care system will be (1) consumers using valid performance information to choose providers and
treatments, {2) purchasers buiiding performance expectations into their contrects and benefit designs, and (3)
praviders acling on their desira 1o improve, suppored with better information. Tna crganizations invelvad in the
Disclosura Project actively collaborate to achieve the follawing geal:

By January 1, 2007, Ameticens will be able to select hospitals, physicians, physician groupsidelivery
systems and treafments based on public raporting of nationafly standardized measuras for safety,
limeiiness, effectiveness, efficiency, equity, and patient-centeredness.

The Disclosure Project advocates making information across all of the Institute of Medicine six performanca
domains available and actionable by providers, purchasers, consumars, and policymakers. One of those domains
that has received strikingly littls attenticn, givan the cost pressures being felt by purchasers and consumers, is the
relative efficiency with which care is deiivered. In this context, efficiency refers fo average per patient total health
care spending, per episode of care or per year, assotlated with a provider's care, adjustad for differances in patiant
demagraphics and illness. To help inform the discussions both about Medicara reform and private sector efforts to
reward maore efficient physicians, the Disclosure Projact sought out the opinions of leading actuaries and health
researchers to estimata the patential savings to Medicare if either a small portion of beneficiaries began using more
efficient physicians or a similarly small propartion of physicians improved the afficiency of their pragtice pattems.
While using different bases for their analysis, the results were remarkably consistent: Medicare and other
purchasers could save from 2% to 4% of total costs if only one out of ten baneficiaries were to move from
less efficient to more efficient physicians. These results are also informed by separate research that has found
that quality did not decline when providers practiced more efficiently. In fact, more efficient regions of the United
Stales enjoyed better quality on soma indicators than less efficient regions. The findings on potential savings wera
confimed by three independent analyses:

+ Potentlal Reductions in Medicare Costs via Incraased Efficiency in the Dellvery of Health Care
{actuarial review by Miliman, USA, Mercer Human Resource Consuiting and PricewaterhouseCoopers,
LLP). This actuarial opinicn assesses the implications of two scenarios applying the findings of the
research by Dr. Elliot Fisher, st al., as described in articles entitled *The Impfications of Reglonal Vanations
in Medicere Spenoing.” In the first scenario, savings of 3.1% of lotal Medicare costs could be realized if
half of the care pravided in the nation’s highest-cost quintile is delivared with the combined efficiency of the
other four quintiles. 1n the second scenario, a 5.7% reduction in total Medicare costs could be realized if
half of the care provided in the two highest cost guintiles is dalivered with the efficiency of the other three
quintiles,

* Estimates of Potential Savings To Be Gained by the Medicare Program if Risk-Adjusted Practice
Profiles Wara Applied to Facilitate Beneficiaries’ Prafarantial Use of Efficlent Physicians (Jonathan
Welner, DrPH, Johns Hopkins University). This paper uses evidence daerived from assessing physician
practice patterns in commerctal, Medicald and Medicare settings, and assesses potenlial savings ta
Medicare both with and without a prescriplion drug benefit, The paper finds that if ane out of ten
beneficieries switched from lass to more efficient physicians, it wauld resuft in savings of 2% o 4% of total
Medicare spending.

» Estimala of Savings from Linking Health Insurance Plan Beneficlaries to More Efficient Physicians
{Adene Ash, PhD, Boston University School of Medicine and DxCG, Inc,) This paper assossas practice
patlemns within a selected regional pool of physicians serving over 100,000 members based on inpatient
and outpatient claims from 2001-2002. Optimistic assumptiens about the potential savings suggest that
moving about one gut of ten beneficiaries (hall of those being served by the least efficient thirty percant of
physicians} could save approximately 2.5% of spending.
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Potential Reductions in Medicare Costs
via Increased Efficiency in the Delivery of Health Care

The Pacific Business Group on Health ("PBGH"), on behalf of the Consumer-Purchaser Disclosure
Project, has requasted actuarial estimates of the amount of potential reductions in Medicare costs that
could be achleved through increased efficiency in the delfivery of health care. PBGH has requestad
that these estimates be based on the research conducted by Dt. Elliot Fisher, et al., as described in
articles entitled “The Implications of Regional Variations in Medicare Spending.”"

Summary of Our Findings
We have astimaled savings that would accrue in two scenarfos:

[0 Scenario 1: Half of the care provided to Medicare beneficiarias in regions in the highest-cost
quintile, as reported by Dr. Fisher, et al., is provided In such a way that the costs are in
keeping with the costs in regions in the cther 4 guintiles. All ather care remains unchanged.

[ Scenario 2: Haif of the care provided to Medicare beneficiaries in regions in the twa highest-
cost quintiles, as reported by Dr. Fisher, et al., is provided in such a way that the costs are in
keeping with the costs in regions in the ather 3 quintiles. All ather care remains unchanged.

Qur findings are summarized as follows:

Percentage Reduction in Medicare Costs Through Increasad Efficiency in the
Delivery of Health Care to Aged Fee-For-Service Medicare Beneficiaries

Scenario 1 Scenario 2
3.1% reduction 5.7% reduction

A dascription of our methodology is shown in the Appendix on page 4 of this report.

Caveats

In performing our analysis, we relied on the research described in the arficles by Dr. Fisher and, by
extension, on the data underlying that research — incfuding, in particular, the Dartmouth Atlas of
Health Care, 1989, We have not audited or verified this research and data. If the research or
underlying data is inaccurate or incomplete, the results of cur analysis may likewise be inaccurate or
incomplete. If there are material defects in the research or data, it is possible that they would be
uncovered by a detziled, systematic review to search for data values that are questionable or for
relationships that are internally inconsistent. Such a review is beyond the scope of our engagement,

Our analysis is based on Medicare spending pattemns in 1996. We believe that these patterns provide
a reasanable basis for the findings in this report. However, it is possible that the patterns have
changed since 1996 so as to affect the findings materially, It may be desirable to update our findings
based upan an analysis of regional Medicare spending patterns in years later than 1996. Such a
raview is beyond the scope of our engagement.

! Annals of Infernal Madicine, Volume 138, Number 4, Fabruary 18, 2003,
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The savings estimated would likely not be achievable immediately upon implementation of program
changes; rather, they wauld occur over a substantial transition period. Actual savings achieved may
be lesser or greater than our estimates, depending on the specific program changes adopted and
measurement time periods,

Finally, the research reported by Dr. Fisher, et al,, in the referenced articles defected little or no
positive impact of increased Medicare spending on quality of care, access to care, cutcomes of care,
or patient satisfaction with care, and, by implication, little or no negative impact of decreased
Medicare spending. We have not reviewed these findings and, although we have no reason to
question them, we take no position as to their validity.

This report has baen prapared for the internal business use of PBGH. We understand that the
Disclosure Project intends to share these estimates with federal policymakers and their staff as input
ta thalr consideration of potential changes to Medicare. When provided to athers, the report must be
provided in its entirety. We da not intend to benefit and assume no duty or liability to any third parties
who racsive the report in this fashion.

Jay C. Ripps, Consulting Actuary ~ George B, Wagoncr, Principal Jean M. Wodarczyk, Principal
Milliman USA Mercer Human Resource PricewatethouseCoopers LLP
Fellow of the Society of Actuaries  Consulting Fellow of the Society of Actuaries
Member of the Amerivan Academy  Fellow of the Society of Actuaries  Manber of the American Acadeny
of Actuaries Fellow of the Conference of of Actuaries

Consulting Actuaries
Member af the American Academy
of Actuaries

Appendix: Methodology

1.

1996 Medicare spending (fee-for-service, aged population only -- before adjustment for age,
sex and race} was split into quintiles as defined in the research conducted by Dr. Fisher, et al.,

using backup data provided to us by Dr. Fighar,

For Scenario 1:

a. Services represented by 12.5% of the Medicara spanding dollars for Quintile 5 (the most

costly quintile} were assumed to be provided at the level of efficiency represented in

Guintile 4. To estimate the financial impact of this, we adjusted those dcllars by the ratio of
Quintile 4 adjusted per capita cost to Quintile & adjusted per capita cost, as reported by Dr.

Fisher, at al_, in the referenced report.

b. Similarly, 12.5% of Quintile 5 dollars were assumed to be provided at the level of efficiency

represented in each of Quintiles 1, 2 and 3.

c. The adjusted dollars for the services assumed to be provided at more efficient levels were
added to the unadjusted dollars (100% of Quintiles 1 fhrough 4 and 50% remaining from

Quintile 5) to arrive at the total adjusted 1936 Medicare spending.
Scenario 2 was evaluated using a similar method as that described above, except:

a. 16.7% of spending dollars for Quintile 5 was assumed to be provided at the level
represented in each of Quintiles 1 through 3; and

b. 16,7% of spending dollars for Quintile 4 was assumed fo be provided at the levels
represented in sach of Quintiles 1 through 3.

More Efficient Physicians: A Path to Significant Savings in Haatth Care
Page 4 of 11



59

Cansumer-Purchaser Distlosure Project Aore Efficient Physicians: A Path in Significant Savings in Health Care
Judy 2003 Page Bof 11

Estimates of Potential Savings To Be Gained by the Medicare Program if
Risk-Adjusted Practice Profiles Were Applied to Facilitate Beneficiaries’
Preferential Use of Efficient Physicians

By Jonathan Weiner, DrPH
Professor of Health Policy & Management, Johns Hapkins University

(iweineri@ihsph.edu, 410-955-5661)
July 1, 2003
1) Goal of This Document;

To provide an estimate of potential cost savings to the Medicare program if risk-adjusted “efficiency”
profiling were used to identify physician groups or “naturally accurring networks” made up of the most
efficient physicians, and then a proportien of beneficiaries preferentially used these physicians over
less efficient physicians. An assessment of the implications of such a policy on quality of care is also
assessed.

2) Sources of Evidence:

Estimates are derived from evidence based on a decade of pattern-of-practice analyses using risk-
adjusted efficiency profiling and assessment of the quality of care of “low cost” vs. “high cost”
physicians and provider organizations. Dr. Weiner and colleagues af the Johns Hopkins University
did this work.

The svidence is based on research at a private nationwide open panel IPA HMO; the Maryland
Medicald program, a large business coalition in the Midwest, and a study that accessed 100% FFS
Medicare data files from three states (lowa, Alabama, Maryland). Most of thesa data were from the
1890s.

3) Key Assumptions:
Summary of Existing Evidence on Physiclan Efficiency Differences

Difference in the case-adjusted efficiency betwsen the 30% of physicians that represent the most
efficient cohort, and the 30% that are the least efficient, was consistently at least .8 vs. 1.2 of average
{average is set at 1.0) for all three databases. This means that the patients of the most “efficient”
group of providers (after case-mix was taken into account) used on average 20% less services than
axpected while the patients of the least efficient cohort of physicians used services that were 20%
more than expected.

Theredore, for this simulation, “risk adjusted efficiency ratios” of .8 and 1.2 were assumed. This ratio
reflecis a type of “observed to expected” ratio, where the actual costs of all patients treated by the
cohort of physicians is divided by the “expected” costs. (The latter are based on the risk adjusted
expectations for similar patients in the entire beneficiary population being studied.) The .8 and 1.2
assumptions can be considered reasonably conservative; actual evidence suggests that higher inter-
physician efficiency differences are often seen,

This assessment focuses on pattemns of practice around “naturally occuring” (i.e. in FFS practice)
cheice of primary physician or mutti-specialty physician groups. That is, the estimates are based on
observations of organized “physician teams” (e.g., multi-specizlty groups) and primary care physiciang
and the specialists that comprise their natural referral patterns.
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Research on specialty speciic efficiency is more limited and patterns of practice of individual
specialists is not considered here, However, estimates in this analysis embody all health plan
covered costs. These include costs of all physician care (including specialist care), care provided by
other providers, hospital costs, and pharmaceuticals where covered (in the commercial and Medicald,
but not Medicare populations).

Thess astimates are based on an average cohort of patients at all morbidity-burden/case-mix levels.
More money could petentially be saved if the sickest patients wera directed to the most efficient
physicians, as their costs are considerably higher and any savings that accrue would be
proportionata.

Cost of Care Assumptions

The average per year (2006) cost for sach Medicare beneficiary was assumed ta be $7,500. Thus
applying the .8 and 1.2 assumption, the most efficient third of physicians would have an estimated
average per patient cost of $6,000 and least efficient third about $9,000.

If pharmacy coverage were enacted (assuming $1,200 coverage per Medicare beneficiary) the
estimated total per year per person cost with Rx added in each cohort would be approximately
$7.000, $8,700, and $10,400 respectively. (Note: Rx variation is aven greater among most and least
efficient physician cohorts, but the same variation rate - B and 1.2 - was assumed<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>